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Special Report: 








How the IRS is handling 


accounting questions at the. 
agent and audit level today 


Evidence is building up on all sides that a new era is here in IRS treatment of 
accounting methods, correction of errors, and examination of inventory methods and 
valuation. To find out how this new policy is being applied in the field, The Journal 
asked some of its most experienced contributors, both lawyers and accountants, to 
report on their own recent experiences. These articles, describing IRS practices today, 


provides invaluable aid to tax men everywhere in negotiations with the IRS. 


8 








The nature and basis of the new IRS drive 


on accounting methods and inventories 


by MARK D. LARKIN and ROBERT H. SHOWEN 


ees ASED ACTIVITY by revenue Agents 
in the area of changes or corrections 
in accountitng methods appears certain 
as a result of several recent develop- 
ments: 

1. The Government has won several 
cases relating to the proper accounting 
treatment of items of prepaid income 
and reserves for estimated expenses, 

2. The 


field agents to give additional time and 


Commissioner has instructed 
consideration to inventory values and 
the underlying accounting methods used 
in arriving at these values, 

3. Congress has granted the Service's 
request for additional funds to increase 
the number of field agents in order to 
audit more returns and to spend more 
time on returns being audited, and 

4. Revenue Agents appear to be at- 
tempting to circumvent the relief pro- 
visions available to taxpayers who are 
forced to make involuntary changes in 
their method of accounting by desig- 
nating certain adjustments as “correc- 
tions or errors” rather than as “changes 
in method of accounting.” 


Tax benefit versus revenue loss 


Discussions with Internal Revenue 


Service representatives from the Na- 


tional Office and in the field disclose 


that in recent years attempts by tax- 
payers to change or correct their method 
of accounting—with or without permis- 
sion—and attempts by revenue Agents 
to force a change in method of account- 
ing liave been a recurring problem. It 
that 
reached a 
mate with respect to changes in methods 
of taxpayers will 
initiate a change in accounting method 
unless there is a current tax benefit, and 
the National Office will not issue rulings 
granting permission for a change, or 
revenue the field will 
initiate a change, if there is a revenue 


is app arent, however, taxpayers 


and the Service have stale- 


accountitng: not 


agents in not 
loss.” 

However, as the above-mentioned de- 
velopments indicate, revenue Agent ac- 
tivity in this area will increase sub- 
stantially, and taxpayers should now re- 
view their present accounting methods. 


Prepayments and reserves 


Undoubtdely, a number of proposed 
adjustments to taxpayers’ methods of 
accountitng may be expected to arise 
from the Commissioner’s continued suc- 
cess before the Supreme Court in the 
area or prepaid income and _ reserves 
for estimated expenses. In the past year 
the Court has upheld the Commis- 


sioner’s position in taxing to a cash 
basis taxpayer in the year of receipt the 
entire amount received for services to 
be performed, even though the taxpayer 
was obliged to perform the services over 
a period extending beyond the year of 
receipt. The particular items involved 
were dues received by an automobile 
club! and amounts received by a dance 
studio for lessons.2 However, the prin- 
ciple would apply to many other or- 
ganizations which render services and 
perhaps even to items which are now 
considered as deposits or advances. In 
the Court has sustained the 
Commissioner’s contention that a tax- 
payer reporting its income on the ac- 
crual method of accounting is not en- 
titled to deduct as an expense an addi- 


addition, 


tion to a reserve for estimated tort 
liabilities, even though the estimate 
could be made with reasonable ac- 
curacy. 

As was apparent from the turmoil 


that developed with the enactment and 
subsequent repeal of Sections 452 and 
462, many taxpayers have prepaid in- 
come and estimated expense account- 
ing problems and, in view of these re- 
cent Supreme Court decisions, these 
taxpayers can expect that revenue 
Agents auditing their returns will pro- 
pose adjustments. 


Re-emphasis on inventories 


Among the tax enforcement proposals 
reported by President Kennedy to Con- 
gress in his message on taxation was his 
directive to the Commissioner that in- 
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creased efforts be made to correct abuses 
arising from improper valuation and de- 
termination of inventories.4 On May 5, 
1961 the Commissioner instructed rev- 


enue Agents to place increased emphasis 
on the examination of tax returns in- 
volving inventories and to give particu- 
lar attention to reserves, 
valuation methods, omission of inven- 
tory items and allocations of costs.5 The 
Commissioner will soon have additional 
agents in the field to supplement this 


program. 


inventory 


Increased field audit procedures al- 
ready have been instigated, including 
emphasis on gross profit ratios by prod- 
uct lines, queries as to the extent of 
participation by CPA’s in the observa- 
tion of physical inventory taking, and 
the review of write-offs of slow-moving 
and seasonal merchandise. There is no 
indication as yet as to how or to what 
extent revenue Agents will test the pric- 
ing of inventories. It is clear, however, 
that the President’s reference to ma- 
nipulation of inventories as a means 
of avoiding taxes will result in numer- 
ous proposals by agents for changes in 
taxpayers’ accountting treatment of in- 
ventories. 


“Change” v. “correction” conflict 
Apparently, revenue Agents, in re- 
quiring taxpayers to make adjustments 
with respect to the accounting treat- 
ment of material items, are attempting 
to circumvent the limitation in Section 
181,7 denying to the Government the 
right to recover the tax attributable to 
adjustments for years prior to 1954 by 
designating these adjustments as mere 
rather 
changes in the method of accounting. 


corrections of errors than as 


[he purpose appears to be to force the 
taxpayers into a “determination” under 
which, with respect to an inventory ad- 
justment, for example, Sections 1311- 
1315 might permit an increase in the 
closing inventory for the last barred 
year without requiring a corresponding 


American Automobile Ass’n v. United States 
(1961) — U.S. —, 61-2 USTC par. 9517, 7 AFTR 
2d 1618. “‘With respect to taxable years beginning 
after December 31, 1960, this decision has been 
endered inapplicable by P.L. 87-109 (IRC 1954, 
Section 456). However, this legislation applies 
only to non-profit membership organizations and 
tax practitioners believe that this legislative ‘cor- 
rection’ may be detrimental to the position of 
profit-making organizations. It is also interesting 
to note that Section .456(c) (4) specifically pro- 

ides that the computation of taxable income 
thereunder shall be treated as a method of ac- 
counting.” 

Schlude (1961) — U.S. —, 61-2 USTC par. 9518, 
7 AFTR 2d 1648. 

Milwaukee & Suburban Transport Corp. (1961) 





increase in the opening inventory for 
that year. The assertion, however, that 
adjustments with respect to the account- 
ing treatment of material items are not 
changes in method of accounting is con- 
trary to the Commissioner’s position 
elsewhere. 

In recent years the Commissioner has 
consistently attempted to expand the 
definition of what constitutes a change 
in the taxpayer’s method of accounting. 
His present Regulations define the term 
“method of accounting” to include not 
only the taxpayer’s overall method of 
accounting but also his accounting treat- 
ment of any item,§ or at least the treat- 
ment of any material item,® and he now 
is contending successfully in the courts 
that a change in the treatment of any 
material item is a change in the tax- 
payer’s method of 
recent months decisions 
have been rendered sustaining the asser- 
tion that each of the following changes 
was a change in the taxpayer’s method 
of accounting which could not be ac- 
complished in the absence of the Com- 
missioner’s consent: 


accounting. For 
example, in 


1. A change in the year in which 
“retainage” withheld out of earnings 
for work completed on long-term con- 
struction contracts was reported;1° 

2. A change in the year in which the 
accrual of dividends on group insurance 
premiums was reported;11 

3. A change from the unit-livestock- 
price method of valuing livestock inven- 
tories to the cost system of accounting.12 


Reliance on SoRelle 


In asserting that the Government is 
not necessarily bound to forfeit the tax 
on adjustments attributable to years 
prior to 1954 in situations where the 
revenue Agent has forced a change in 
the method of accounting for a material 
item, the IRS is relying on the Tax 
Court’s decision in the SoRelle case.1% 
There the court held that the Commis- 
sioner was entitled to make a Section 


— U.S. —, 61-2 USTC par. 9519, 7 AFTR 2d 1649. 
4 President’s message to Congress dated April 20, 
1961, CCH Fed. Tax Rep. No. 23, Special No. 1, 
P-H Fed. Taxes par. 54,768. 

5 Technical Information Release No. 317, 7 CCH 
Fed. Tax Rep. par. 6394, P-H Fed. Taxes par. 
54,782. 

®Under P.L. 87-159, approved August 21, 1961, 
appropriations have been authorized for the In- 
ternal Revenue Service to hire more than 3,000 
new employees, many of whom will become rev- 
enue agents who, according to the Treasury De- 
partment’s testimony in requesting the appropria- 
tions, will produce on the average $5 of additional 
revenue for each $1 expended on them. 

7IRC 1954, Section 481(b) (4) (A). 

8 Income Tax Regulations, Section 1.446-1(a) (1). 
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1314 adjustment in a situation in which 
the taxpayer adopted what might be 
described as an “involuntarily incon- 
sistent” position. 

Although the adjustment in the So- 
Relle case was proposed under Sections 
1311-1315, the years with respect to 
which the adjustments to inventory 
were made were governed by the In- 
ternal Revenue Code of 1939. Since, 
at that time, the Internal Revenue Code 
contained no specific relief provision 
similar to Section 481, the SoRelle case 
may be distinguishable in connection 
with cases arising under the 1954 Code. 
While there are apparently no cases in 
point, commentators believe that the 
enactment of Section 481 has _pre- 
empted the field with respect to adjust- 
ments arising out of changes in a tax- 
payer’s method of accounting, so that 
the SoRelle case would no longer be 
applicable.!4 Furthermore, it has been 
pointed out that if the Commissioner 
ultimately should be successful in treat- 
ing involuntary changes in the account- 
ing treatment of material items as cor 
rections of errors, rather than as 
changes in the method of accounting, 
taxpayers 
initiate 
which would reduce taxes.15 


may themselves be able to 


such “corrections” in a way 

From the foregoing, it is clear that 
now and in the future taxpayers will be 
more frequently confronted with prob- 
lems involving adjustments in the ac- 
counting treatment of material items of 
income or expense initiated by the rev- 
enue agent. In considering whether to 
defend- against such a proposal, tax 
payers will be faced with the following 
decisions: 

1. Should against the 
change on the ground that income. is 


they defend 


® Income Tax Regulations, Section 1.481-1(a) (1). 

10 Wright Contracting Co. (1961) 36 TC No. 65. 

11 The O. Liquidating Corp. (CA-3, 1961) — F.2d 
61-2 USTC par. 9508, 7 AFTR 2d 1633. 

12 Andrew Little, Jr. v. Commissioner (CA-9, 
(1961) — F.2d —, 61-2 USTC par. 9569, 8 AFTR 
2d 5124. 

18 Estate of A. W. SoRelle (1958) 31 TC 272, aca. 
CB 1959-1, 5. 

14“*Problems Arising from Changes in Tax Ac- 
counting Methods,” 73 Harv. L. Rev. 1564 (June 
(1960); Joseph E. Tansill, “Changing Accounting 
Methods,” 38 Taxes 997 (Dec. 1960); but see Phil- 
ip Mullock, “A Change in Accounting Method,” 
88 Taxes 607 (Aug. 1960). 

1573 Harv. L. Rev. 1564 (June 1960); see also 15 
Journal of Taxation 135 (Sept. 1961). 





196 « 


The Journal of Taxation 


more properly reflected by consistent 
treatment despite the fact that a tech- 
nical accounting error may exist? 

Ae 


method of accounting or a correction 


the adjustment a change in 
of an error? 
Change of inventory 


correction is at issue 


pede FROM various sections of the 
country that increased at- 
tention is being given to inventory val- 


indicate 


uation in audits of taxpayers by the In- 
ternal Revenue Service. One frequent 
area of controversy involves write-downs 
of slow moving items and excess quan- 
tities of spare parts. Another is the prac- 
tice of valuing work-in-process and fin- 
ished goods inventories by reference to 
overhead 
which have not been revised for years 


standard costs for labor and 
and which are obviously inadequate. 

In these situations, a frequent atti- 
tude of examining agents (and appar- 
ently of Treasury personnel at all 
levels), is that the ending inventory of 
the must be 
for the entire amount of the understate- 
ment up to that time, with no adjust- 
ment for the opening inventory of the 
same year. The reasoning is that there 
is no change of accounting method, but 
merely the correction of an error, so 
that Code 481 not come 
into play. This issue is involved in at 


first open year increased 


Section does 
least one case docketed in Tax Court. 
Another approach which has been 
asserted by some examining agents is 
that if the taxpayer may increase the 
beginning inventory for the first open 
year (the agent having adjusted the end- 
ing inventory for that year), an incon- 
sistent position has been taken, bringing 
Code Section 1311 into play. It is claim- 
ed that this permits the Treasury to ad- 
just the ending inventory for the last 
closed year, without a compensating ad- 
justment for the beginning inventory 
of that year. It is understood that the 
question of whether Code Section 481 
pre-empts Section 1311, or whether the 
1TIR 317, dated May 5, 1961. 
Section V, item 3, of President Kennedy’s Mes- 
sage to Congress Proposing Tax Law Changes, 
dated April 20, 1961. 
* Reg. Section 29.22(c)-2(b); Reg. Section 39.22 
(c)-2(b). 
4 Reg. Section 1.471-2(f) (2); Reg. Section 1.471-3 


(c). 
5 Reg. Section 1.167(a)-1(c). 
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3. If the adjustment is a change in 
the method of accounting, are the ad- 
justments under Section 481 exclusive, 
or, in view of the SoRelle case, may ad- 
justments also be made under Sections 


1311-1315? vr 
method v. error 
everywhere 


by JOSEPH E. TANSILL 


two sections are mutually exClusive, is 
under study by the Treasury, but that 
no early decision may be expected. 
Apparently, whether a change is a 
correction of an error and not a change 
of accounting method invoking Code 
Section 481, or whether it is a change 
of accounting method requiring prior 
permission from the Commissioner, de- 
pends on who would benefit from the 
change. In a recent decision: (The O. 
Liquidating Corp., CA-3, June 14, 
1961, rev’g TCM 1960-29), the taxpayer, 
on the accrual method, had for a num- 
ber of years treated as expense in the 
year paid the premium on employee 
group insurance, reduced by the amount 
of the anticipated dividend declared 
and paid to the taxpayer by the insur- 
ance company on the policy in the fol- 
lowing year. At the end of 1953, the 
taxpayer claimed a deduction for the 
premium payments made during that 
year, but did not reduce the expense 
by the received in 1954. 
The taxpayer reported the dividend 
($114,117) as income in 1954. The Third 
Circuit, reversing the Tax Court, agreed 
with the Commissioner that notwith- 
standing that the prior treatment was 
erroneous, and that the change was to 
a correct method, nevertheless the tax- 
payer could not make the change with- 
out the Commissioner’s consent. There- 


dividend 


fore, the Commissioner could recompute 
income for 1953 and reduce the expense 
for that year by the $114.117. 

The Tax Court may now have 
adopted the view of the Third Circuit, 
since its recent decision in Wright Con- 
tracting Co. (36 TC No. 65) is in accord. 

For years subject to the 1954 Code, 
it may be even more difficult (if that 
is possible), to claim that a change is 
a correction of an error not requiring 
consent, since the Regulations Section 
1.446-1(c)(iv)) permit hybrid methods 
of accounting. 

In another situation, a taxpayer may 


never have included overhead at all in 
valuing inventories. It appears that 
some officials in the Treasury Depart- 
ment believe that the inclusion of over- 
head in inventory valuation now would 
be a change in the method of account- 
ing, rather than a correction of an er- 
ror, and would therefore require the 
application of Code Section 481. Since 
any part of an adjustment which is at- 
tributable to pre-1954 Code years es- 
capes taxation under Section 481 unless 
the change is initiated by the taxpayer, 
the IRS is understandably loath to force 
such a taxpayer to begin to include 
overhead, at least where the pre-1954 
adjustment is substantial. 

A clue to the Treasury's attitude on 
overhead inclusion in inventories may 
exist in the last sentence of the Regu- 
lations, Section .1.446-1(c)(ii): 

“Likewise, the extent to which indi- 
rect costs shall be included in comput- 
ing cost of goods sold depends upon the 
method used by the taxpayer in treat- 
ing such items in keeping his books.” 

An interesting problem arises when 
a taxpayer which has never included 
overhead in valuing inventory, either 
for book or tax purposes, changes its 
book method to begin including over- 
head, but does not make the change for 
tax return purposes. Such a taxpayer 
may be regarded as having initiated a 
change of accounting method and there- 
by waived the pre-1954 benefits of Code 
Section 481. This is consistent with the 
requirements of Code Section 446(a) 
and Regulations Section 1.446-1(a), that 
taxable income shall be computed un- 
der the method of accounting on the 
basis of which a taxpayer regularly com- 
putes his income in keeping his books. 

How far a taxpayer’s method of ac- 
counting for book purposes may deviate 
from tax accounting is conjectural. Some 
variation is obviously permissible—ac- 
counting for depreciation and bad debts, 
for example. Broader differences, such 
as keeping the books on an accrual 
basis while reporting for tax purposes 
on a cash basis, are an invitation to the 
Commissioner to recompute income on 
the method used in the books. 

In a number of instances, taxpayers 
have apparently succeeded in working 
out changes in accounting methods with 
examining Agents in a way which has 
been satisfactory to both parties. For 





[Joseph E. Tansill is a resident partner 
in the Chicago office of Lybrand, Ross 
Bros. & Montgomery.] 





ee mere eee 


ee ce res 


—E 





examp 
the ret 
a cert 
claim 

such p 
cost i 
of the 


Inv 


con 


For n 
inven 
valuat 
wheth 
tions 


IRS { 


fig 
si 


on in 
lems 
from 
existi 
amini 
In 
inven 
deter 
year 
Ther 
impo 
meth 
mant 
degre 
pract 
rial ¢ 
parti 
adjus 
most 
the 
occas 
requ 
lems. 
accol 
ly aj 
year 
these 
quir 
Re 
“T 


® The 
Buss 

BTA 

* Eur 
micha 
John 
5 Cite 
°12 7 
1° 184 
it 321 





example, a taxpayer which had been on 
the retirement method of accounting for 

certain class of property began to 
claim a deduction for depreciation on 
such property, both for the umrecovered 
cost in the account at the beginning 
of the year and for new addtions during 


the year. Upon examination of the re- 
turn, agreement was reached to con- 
tinue the retirement method for previ- 
ously acquired property, but to permit 
accelerated depreciation on the addi- 
tions and on property acquired in 
future years. w 


Inventory valuation seems to be replacing 


consistency as new IRS standard 


by WILLIAM G. GALLIHER, JR. & C. RICHARD COX 


For many years cunsistency seemed to be what IRS wanted in examination of 


inventories. Now, the IRS policy seems to be placing more emphasis on proper 


valuation than in the past. This leads to the important and vexing question of 


whether adjustments are changes in method, requiring IRS approval, or correc- 


tions of error, not requiring approval. This is the authors’ experience with current 


IRS practice. 


fli BIG QUESTION following Commis- 
sioner Caplin’s May, 1961, directive 
on inventories is: What inventory prob- 
lems may the tax practitioner expect 
from the Service’s “re-emphasis of an 
existing audit procedure” (i.e., the ex- 
amination of inventories)? 

In the past, taxpayers found that their 
inventories were examined, primarily, to 
determine if the taxable income for the 
year under review was clearly reflected. 
rherefore, consistency played an _ all- 
important role in the acceptance of the 
methods and practices in use. Many 
manufacturers and others using varying 
degrees of direct cost methods had their 
practices accepted as long as no mate- 
rial distortion of income occurred in the 
particular year under examination. Such 
adjustments that were made, for the 
most part, were settled at the Agent and 
the Appellate Division level. On some 
occasions, where technical advice was 
requested on difficult and unusual prob- 
lems, Agents were advised to accept the 
accounting methods in use if consistent- 
ly applied and if the income for the 
year was not distorted. How then did 
these practices compare with the re- 
quirements of the Regulations? 

Regulations Section 1.471-2(b) says: 

“In order clearly to reflect income, the 


The Thomas Shoe Company, 1 BTA 124; The 
Buss Co., 2 BTA 266; Sinsheimer Bros. Inc., 5 
BTA 918. 

Eureka Fire Brick Works, 5 TCM 1106; Car- 
michael Tile Co., 9 TCM 351, aff’d 192 F.2d 209; 
John L. Ashe, Inc., 11 TCM 194. 

* Cited in footnote 7. 

*12 TC 744. 

184 F.2d 89, CCA-8 (1950). 

321 U.S. 281, S. Ct., (1944). 


inventory practice of a taxpayer should 
be consistent from year to year, and 
greater weight is to be given to consist- 
ency than to any particular method of 
inventorying or basis of valuation so 
long as the method or basis used is 
substantially in accord with Reg. Sec. 
147-1 through 1.471-9.” {Italics added]. 

Prior Regulations’ had a similar pro- 
vision. Reg. Sec. 1.471-3 defines “cost” 
for merchandise produced as including 
the cost of raw materials and supplies, 
direct labor, and indirect expenses (bur- 
den) incident to and necessary for the 
production of the particular article. 
Thus, the official position of the Service 
was (and is) that manufactured goods 
include all of the elements of “cost” 
including indirect costs.4 

In situations where the taxpayers’ 
methods of valuation left something to 
be desired under the technical require- 
ments of the Regulations, such as the 
omission of part of factory burden, it 
was a rare occasion that an inventory 
adjustment was proposed, if the tax- 
payer could show a history of consistent 
practice and a clear reflection of income 
for the taxable year under review. The 
situation might be described as analog- 
ous to the “salvage value’ question of 
recent years. The Commissioner’s Regu- 
lations5 stated that salvage value was 
to be provided for in computing de- 
preciation, but the accepted practice 
often was to ignore salvage value. 

One can only speculate as to why 
greater emphasis was not placed on a 
careful and accurate determination of 
inventory value, particularly cost. One 
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possibility is the effect of the admini- 
Sstrative policy, previously mentioned, of 
the superior weight to be given to con- 
sistent practice. As a practical matter, 
therefore, Agents found that the time 
spent on the examination of inventories 
(in the routine investigation) resulted 
in little, if any, additional tax. Another 
possibility is the Commissioner's lack of 
success in the courts in the area of 
changes of accounting method. Early 
Tax Court® inventory cases steadfastly 
held that “consistency” and “uniformity” 
were to be given great weight. Along 
with consistency, it was considered im- 
portant that adjustments to the inven- 
tory should not distort the income for 
the year,? and that any changes in the 
valuation of the closing inventory 12- 
quired similar adjustments to the open- 
ing inventory.S Like results were reach- 
ed in other accounting method decisions 
involving involuntary changes. In affirm- 
ing the Tax Court® the Eighth Circuit 
Court of Appeals!® in the Mnookin Es- 
tate case indicated that the Commis- 
sioner’s discretionary authority under 
the Code to make such computations as 
will clearly reflect income does not em- 
power him to add to the taxpayer's gross 
income for a given year an item right- 
fully belonging to an earlier year. The 
Eighth Circuit relied upon Security 
Flour Mills, in which the Supreme 
Court had taken a similar position: 

“This legal principle [the annual ac- 
counting concept] had often been stated 
and applied. The uniform result has 
been denial both to Government and to 
taxpayer of the privilege of allocating 
income or outgo to a year other than 
the year of actual receipt or payment, 
or, applying the accrual basis, the year 
in which the right to receive, or the 
obligation to pay has become final and 
definite in amount.” 

The result of such decisions was to 
allow, for the year of involuntary change 
to the correct method of accounting, 
certain items of income to go untaxed. 


IRS’ new approach 


In recent years, certain develop- 
ments in the area of inventory valuation 
have come to the attention of the au- 
thors of this article, which suggest a 
new approach by the Commissioner. 
The time may well be past in which the 


principle of consistency will of itself 





[Messrs. Galliher and Cox are both 
members of the tax department of Ernst 
& Ernst, Washington, D. C.] 
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satisfy the Agent if the taxpayer has 
undervalued its 
than nominal amounts. There is field 


evidence of a developing pattern where- 


inventories by more 


by examining Agents are increasing the 
opening and closing inventories for each 
year under examination, except that the 
opening inventory for the first year un- 
der review is left undisturbed, i.e., not 
increased. For example, the use of a 
standard cost system was not recognized 
as an acceptable method of valuing man- 
ufactured inventories at “cost” within 
the meaning of Reg. Sec. 1.471-3. The 
Service is holding that true or actual cost 
must be used in determining “cost,” 
that the 
charging its variance account to cost of 


and taxpayer's practice of 
goods sold does not clearly or accurately 
reflect the current year’s income. The 
adjustment of the inventories for the 
years under review (except the begin- 
the earliest 
proposed over-assess- 


ning inventory for open 


year) 
ments for some years and proposed de- 


results in 
ficiencies for other, with a particularly 
large deficiency being proposed for the 
earliest year open under the statute of 
limitations. 
Although it may be premature to 
venture a prediction, such evidence as 
a deliberate 
tempt, on the Commissioner’s part, to 


is available indicates at- 
engage in “Section 1311 strategy,” by 
requiring the taxpayer to go to court to 
obtain the increase in beginning inven- 
the If the 
payer is successful in such litigation, it 


tory for earliest year. tax- 
is anticipated that the Commissioner, 
following a “determination” in the first 
proceeding, will assert a deficiency due 
to an increase in the ending inventory 
for the statute-barred year immediately 
prior thereto. 


Change v. correction 


rherefore, the controversy that ap- 
pears to be developing is whether an 
involuntary change of a prior consist- 
ent practice of handling indirect costs is 
a change in method of accounting or a 
correction of an error, with the taxpay- 
er contending for the former view, and 
the Commissioner for the latter. If the 
taxpayer is upheld in his contention, 
the result will be to restate the begin- 
12 Section 481(a) (2), 1954 IRC. 

13 Sinsheimer Bros., Inc., 5 BTA 918; Eureka Fire 
Brick Works, 5 TCM 1106; Carmichael Tile Co., 9 
TCM 351, aff’d 192 F.2d 209; John L. Ashe, Inc., 11 
TCM 194. 

14 Section 7851(a) (1) (A), 1954 IRC. 

% 31 TC 272. 

1622 TC 459. 

17 Item of gross income includes inventories — see 
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ning inventory for the earliest year un- 
der review, assuming that this is a year 
governed by the 1954 Code, by taking 
into account the amount of the adjust- 
ment that would have been made to 
the final inventory of the last 1939 Code 
year.12 However, if such earliest year is 
one governed by the 1939 Code, the tax- 
payer would necessarily rely on the 
cases!3 which hold that the beginning 
and ending inventories for the same year 
should be valued by the same method, 
since Section 481 would not be avail- 
able to him.1* Here also, if the taxpayer 
is upheld in his contention, the result 
would be a restatement of the opening 
inventory, and in many instances, little 
or no additional tax would be due. 

In Estate of A. W. SoRelle,5 the 
Commissioner was successful in obtain- 
ing a Section 1311 adjustment relating 
to inventory. In a prior proceeding,!® 
the Tax Court had sustained the tax- 
payer’s alternative contention that if it 
was necessary to value the 1946 closing 
inventory of cattle by the farm price 
method, then the 1946 opening inven- 
tory must be similarly revalued and re- 
vised upward. The Commissioner there- 
after asserted a deficiency for 1945, a 
year barred by the statute of limitations, 
for the increase in the closing cattle 
inventory for 1945. The Tax Court, in 
sustaining the Commissioner, held that 
the increase in the opening cattle in- 
ventory for 1946 (in accordance with 
taxpayer’s alternative contention in the 
prior proceeding) , resulted in the shift- 
ing of income from 1946 to 1945. The 
court stated: 

“This is precisely thé type of situation 
that is governed by the statutory provi- 
sions fi.e. 1939 Code Sec. 3801; 1954 
Code Sec. 1311] upon which the Com- 
missioner relies. Cf. Gooch Milling & 
Elevator United States, 78 
F.Supp. 94 (Ct. Cl.); M. Fine & Sons 
Manufacturing’ Co. v. United States, 
162 F.Supp. 763 (Ct. Cl.).” 

It may be expected that the Commis- 
sioner will make use of the SoRelle case 
in the inventory adjustment type of 
case. The move of requiring the tax- 
payer to litigate in order to obtain the 
opening inventory adjustment, is de- 
signed, it would appear, to satisfy the 


Co. vw. 


Gooch Milling & Elevator Co., 78 F.Supp. 94, Ct. 
Cl. (1948) ; Dubuque Packing Co., 126 F.Supp. 796, 
aff’d 233 F.2d 453; Rev. Rul. 58-327, 1958-1 CB 317. 
18 Reg. Section 1.1311 (b)-1(c) (1); Reg. 118, Sec- 
tion 39.3801 (b) -7. 

18 The O Liquidating Corporation, CCA-3, June 14, 
1961; Wright Contracting Company, 36 TC No. 65, 
June 30, 1961. 

20 243 F.2d 686, CCA-8 (1957). 


inconsistent position requirement of the 
statute, by forcing the taxpayer to adopt 
an inconsistent position as to an item17 
of gross income. In the case of an ad- 


‘justment described in Section 1312(3)(A) 


(the determination requires the exclu- 
sion from gross income of an item which 
was erroneously excluded from gross in- 
come for another taxable year), an in- 
consistent position is an essential con- 
dition precedent to the operation of the 
provisions. An adjustment which would 
result in an additional assessment is 
authorized only if the taxpayer with re- 
spect to whom the determination is 
made has maintained a position which 
is inconsistent with the erroneous ex- 
clusion, omission, etc., and such incon- 
sistent position is adopted in the de- 
termination.18 


Recent litigation 


Recent litigation!® on the question of 
change in method of accounting versus 
the correction of an error, is of interest 
in connection with the inventory adjust- 
ment type of case. In the Wright Con- 
tracting Co. and the O Liquidating 
Corp. cases, each taxpayer attempted 
to correct the erroneous treatment of 
a single item under its over-all accrual 
method of accountitng. It was held that 
a change in the manner of handling a 
material item was a change in account- 
ing method requiring the advance con- 
sent of the Commissioner. In the in- 
ventory adjustment situations, it would 
seem that the Commissioner is “work- 
ing the other side of the street” and 
contending for correction of errors to 
generally recognized inventory valua- 
tion methods, such as inventory at cost, 
or at cost or market, whichever is lower. 

Taxpayers, in litigating the inventory 
adjustment cases, i.e., contending that 
the Commissioner is making an invol- 
untary change in method of account- 
ing, will find the language of the opin- 
ion in Goodrich,?° (and relied upon 
heavily by the Third Circuit in O 
Liquidating Corp.), very much to their 
liking, where the Eighth Circuit stated: 

“It is not open to either the Com- 
missioner or the taxpayer unilaterally to 
make a shift, whether of income or of 
outgo, to another year than that for 
which its tax status, “in accordance with 
the method of accounting regularly em- 
ployed in keeping the books of such 
taxpayer,” has been properly created. 
Security Flour Mills Co. v. Commission- 
er, 321 U.S. 281, 286-287, 64 S. Ct. 596, 
599, 88 L. Ed. 295.” vr 
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Little hope seen of breaking deadlock 


between taxpayer, IRS, on method change 


by HORACE J. LITTLEFIELD 


The present state of the law makes an awkward stalemate between taxpayer and 


Commissioner: it requires action against his own interest when either tries to cor- 


rect erroneous accounting methods. Mr. Littlefield finds Agents in his area pursu- 


ing a rather cagey course, usually preferring to continue erroneous practice than to 


permit taxpayer to benefit from change. 


Areas in the New England 
area, as well as throughout the 
country at large, have been watching 
with interest for any developments at 
the income tax return and Agents’ ex- 
amination level which would indicate 
any break in the impasse between the 
Internal Revenue Service and the tax- 
payer as to the initiation of changes in 
accounting methods. When the 1954 In- 


ternal Revenue Code was enacted, it 
was anticipated that many taxpayers 
would take advantage of the apparent 
opportunity under Section 481 to change 
admittedly incorrect or imperfect meth- 
ods of reporting, at minimum cost in 
additional income tax. The protracted 
withholding of Regulations by the Com- 
missioner, however, prevented many 
such taxpayers from taking the plunge, 
and the Commissioner’s Regulations, as 
finally promulgated, continued the for- 
mer impasse by drawing important dis- 
tinctions in tax consequences depend- 
ing on whether the change in method 
were initiated by the taxpayer or im- 
posed upon him by the Internal Rev- 
enue Service. In cases where the er- 
roneous practice related not to an over- 
all accounting method but merely to 
the accounting treatment accorded to 


an individual 


item of income or ex- 


pense, a further factor inhibiting 
change has been the uncertainty as to 
whether or not the item in question 
was a “material” item and therefore sub- 
ject under the Regulations to the pro- 
visions of Section 481. 

[he result appears to have been the 
atti- 


tude on the part of both taxpayer and 


continuation of a ‘wait-and-see”’ 
examining Agent. In a recent case, for 
example, the examining Agent, after 
making it very evident to the taxpayer 
that he disapproved of the taxpayer’s 





Mr. Littlefield is a certified public ac- 
Charles F. 
Rittenhouse & Company, Boston.] 


countant associated with 


Legislation is only practical solution. 


long-continued practice as to the ex- 
clusion of certain costs from inventory, 
nevertheless was unwilling to propose 
the necessary change in the year un- 
der examination. 

The attitude of the Agent in the 
above examination indicates a_ belief 
on the part of the Internal Revenue 
Service that the consistent inclusion or 
exclusion of certain types of cost from 
inventory can constitute an “accounting 
method” for purposes of Section 481. 
This belief, however, apparently does 
not apply to all departures from ordi- 
nary inventory valuation practices, even 
though such departures have been con- 
sistently applied by the taxpayer. This 
fact was indicated by another recent 
examination in which the Agent in his 
preliminary findings proposed to_in- 
clude in inventory overhead costs, which 
had been consistently excluded by the 
taxpayer, and in addition certain other 
items, which had also been consistently 
excluded by the taxpayer but which 
were peculiar to the taxpayer’s own ex- 
perience. In the Agent’s actual report, 
the issue as to exclusion of overhead 
costs was dropped, but the other ex- 
cluded costs were added back to end- 
ing inventory, with no corresponding 
adjustment in beginning inventory. 
Since the taxpayer in this particular 
case preferred to accept the Agent’s re- 
port as rendered, the issue as to whether 
the Agent’s inventory adjustments con- 
stituted an involuntary change in ac- 
counting method was not resolved at 
any higher level. 


Inventory valuation 


My own observation would be that, 


under the new pressure for increased ex- 
amination of inventory valuation prac- 
tices, Agents will not only correct 
flagrant manipulations of inventory, but 
will also propose adjustments in some 
cases where improper valuation prac- 
tices have been used, even 


though 
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these practices have been consistently 
employed without intent to evade or 
avoid tax. Such adjustments, however, 
will be proposed only in cases in which 
the Internal Revenue Service is confi- 
dent that the valuation practices in 
question would not be held to constitute 
“accounting methods” requiring appli- 
cation of Section 481. 

As to accounting method changes in 
general, it seems likely that the “wait- 
and-see,” ‘‘you-make-the-change” _ atti- 
tude on the part of both taxpayer and 
Internal Revenue Service will continue 
indefinitely. Since, under the Commis- 
sioner’s formula (Regulations 1.481-3) 
for the determination of the pre-1954 
portion of any adjustments required by 
a change in accounting method, this pre- 
1954 portion (taxable in the case of a 
tax-payer-initiated change) would re- 
main static, regardless of the year in 
which the change actually took place, it 
would appear unrealistic on the part of 
the Internal Revenue Service to expect 
any greater willingness on the part of the 
taxpayer to take the initiative in the 
The 
freezing in 


future. result is likely to be a 


virtual some cases of 
acknowledgedly incorrect methods of re- 
porting. It appears probable that this 
situation will continue until such time 
as Congress sets up by Code amendment 
special provisions to govern cases where 
the sole purpose of a change in ac- 
counting method is the correction of 
erroneous prac tices. 

Complicating the problem of changes 
in accounting methods is the divergence 
between so-called “income tax account- 
ing principles” and the generally ac- 
cepted accounting principles on which 
the financial] statements of an _ ac- 
countant’s clients are based. In view of 
the Internal Revenue Service position 
in such cases as New Capital Hotel, 
Automobile Club of Michigan, Automo- 
bile Club of New York 
nounced refusal of the 


and the an- 
Commissioner 
to accept the Second Circuit Court de- 
cision in Bressner Radio, it was some- 
what surprising in a recent examination 
to find an Agent invoking the doctrine 
of matching income with related ex- 
penses. The Agent’s proposal, of course, 
was to defer expenses. Taxpayer had 
entered into a Government contract to 
furnish items which would meet rigid 
specifications. Expenditures for wasted 
materials and other preliminary costs 
incurred in attempting to meet the re- 
quired tolerances were taken by the tax- 
payer as an expense in the year incurred. 
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The Agent proposed to defer them, to 
be written off as deliveries of acceptable 
product were made under the contract. 
The Agent’s proposal was dropped in 
conference. While it appears that the 
Agent’s position in this.case was er- 
roneous, it was encouraging to encoun- 
ter in the Internal Revenue Service at 
least some recognition of the principle 
of matching the income and expense of 
an accrual basis taxpayer. 

It is probable, however, that here, 
too, relief for the taxpayer must await 
Congressional A first step in 
that direction has been taken recently 
by enactment of Law 87-109, 
stemming from the inequitable effect 
of the Automobile Club decisions. Un- 
der 
the 


action. 


Public 


this law, which is limited to 
field of 
and similar membership organizations, 
may under certain 
stances elect to spread prepaid dues in- 
come ratably over a period of not more 
than 36 months. 


new 


narrow automobile clubs 


taxpayers circum- 


One problem field in which there 
has been considerable speculation on 
the part of tax practitioners has been 
in the matter of How 
extreme a position would the Agent 


depreciation. 


take in the matter of salvage? How far 

beyond scrap value would the Agent 

insist on going in the recognition of 

salvage value? In some areas, the atti- 

tude of Agents seems to have been pretty 
The Agents 


well appear 
to be well aware of the import of the 


crystallized. 
Supreme Court decisions in Hertz and 
Massey Motors and such other decisions 
as that of the Sixth Circuit in Cohn v. 
United States. 
whole 


Their attitude on the 
and 


practical. In the first place, their appli- 


appears to be reasonable 
cation of salvage recognition is pros- 
pective only. The salvage value, as de- 
the 
Agent, is applied in reduction of the 
undepreciated cost of the 
oft 
maining useful life of the 


termined, or redetermined, by 
asset and the 
the re- 
asset. Salvage 


remainder is written over 


based on resale value is invoked only 
in such cases as automobiles where the 
taxpayer’s experience and customary 
practices appear to warrant it. In cases 
where the depreciated asset has been 
disposed of at a substantial capital gain 
in the year under examination, Agents 
are Sixth 


cision as a basis for the following treat- 


using the Circuit Cohn de- 
ment. Salvage value of the asset dis- 
posed of is redetermined for the year 
under examination on the basis of the 


known fact of its disposal. The actual 
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selling price of the asset is taken as 
the redetermined salvage value. To the 
extent that the net undepreciated value 
of the asset at the beginning of the year 


is less than this redetermined salvage 
value, depreciation in the current year 
is disallowed. Returns for prior years 
are not affected. 


Inventories, change of method, real estate 


as a business seen as main problems 


a = RAISE many issues. Most are 
never pushed. The actual settle- 
ments made are a complex compound 
of personalities and highly specific facts, 
for issues at the agent level have seldom 
been sharpened in the manner that they 
normally are before a Tax Court case 
comes to trial. But when an issue keeps 
cropping up at the agent level, it is ob- 
vious that the IRS is concerned about 
it. Eventually the issues will be sharp- 
ened and settled policy will appear. In 
discussing with taxmen in this 
the problems they are encountering and 
in reviewing matters I have worked on 
recently, I find that these appear most 
frequently: 


area 


Inventories 

Amortization of franchise costs 

Handling of dealer’s reserves 

Treatment of bad debt reserves in 
351 transfers 

When is real estate an investment and 
when held for sale? 

Depreciation in year of sale 

Can interest be imputed into non- 
interest bearing contracts? 

Cash basis returns coupled with ac- 
crual books 

Receipt of “notes” by cash basis tax- 
payer to indebtedness 
tive to as-yet unreported income 

Treatment of contract holdbacks by 


evidence rela- 


contractors 
Travel and entertainment deductions 
Depreciation deductions 
Contributions to organizations 
yet ruled exempt. 


not 


Those of the most general interest 
and novelty are inventories, bad debt 
reserves in 351 transfers and the inven- 
tory status of real estate. 


Inventories 


A recent investigation concerned a 
retailer who had filed his returns for 
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many years (some of which had been 
audited) utilizing inventories estimated 
by applying gross margin percentages 
obtained from trade statistics. The ex- 
amining Revenue Agent picked an ap- 
parently arbitrary year-end inventory 
value for the year under audit. This 
resulted in a substantial proposed defi- 
ciency to the sole proprietor. When the 
taxpayer refused to sign an 870, the 
Agent increased the arbitrary inventory 
value, thus increasing the proposed de- 
ficiency. 

The Agent’s argument was that the 
regulation requirement of a physical in- 
ventory had not been complied with. 
Therefore, he was justified in using 
any inventory value he wanted to, and 
the burden of proof was on the tax- 
payer to come up with the actual in- 
ventory (presumably by dropping every- 
thing and taking a physical inventory 
right this minute). 

At an informal conference, it was 
pointed out that use of the Agent's 
figures, in conjunction with a beginning 
inventory figure from the last audited 
return, would result in an average gross 
margin for the period since the last tax 
audit which was ridiculously high when 
compared to trade association and gov- 
ernmental Further, it was 
pointed out that attributing the increase 
in inventory solely to the years open 
for determining deficiencies was illog- 
ical, and therefore a substantial part of 
the alleged deficiency probably was 
barred by the statute of limitations. 


statistics. 


While it may be true that implicit 
in the Regulations is a requirement 
that a physical inventory be taken, the 
examining Agent was unable to show 
us any specific statement to this effect. 
The requirement is that inventories be 
used in the computation of income, and 
the taxpayer had used inventories. The 
Regulations stress consistency above all 
else. The taxpayer had been consistent. 

The taxpayer, who believed quite 
strongly that his estimated inventory 
was, if anything, slightly on the high 
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side, agreed to take a physical inven- 
tory at the end of 1961, and determine 
his 1961 income on the basis of using 
that inventory as his closing inventory. 
We anticipate that the 1961 return 
will be audited to see that this is done. 


Change of method 

Typical of the difficulties in changing 
accounting methods was the case of a 
taxpayer who, in his early years, had 
had long-term contracts the costs and 
revenues of which were easy to estimate 
with some degree of assurance. There- 
fore he had adopted the percentage-of- 
completion method. In 1960, however, 
he had a large number of smaller short- 
term contracts. The management of the 
felt unable to estimate indi- 
vidual costs of these contracts with any 
degree of accuracy. On the ground that 


( ompany 


the percentage-of-completion method ap- 
plied only to long-term contracts and to 
contracts for which reasonable estimates 
could be made, we adopted the accrual 
method for these short-term 
Ihe result was that no profit was re- 
ported until contract completion. The 
examining Agent contends that this is a 


contracts. 


change of accounting method, not per- 
mitted without permission. Our posi- 
tion is that the method of accounting 
for long-term contracts relates only to 
such contracts. A corporation having 
both long-term (over one-year from con- 
tract date to completion) and _ short- 
term contracts may use percentage of 
completion on the long-term and ac- 
crual basis (which has the effect of the 
completed contract method) on short- 
The determination of 
whether a contract is long-term or short- 


term contracts. 
term is not to be changed, we say, be- 
cause of delays occurring subsequent to 
the end of the tax year which have the 
effect of extending the completion date 
to a date more than a year from the 
contract date. Our position in this is 
that the Regulations, which use the one- 
year rule, are correct. The Agent’s argu- 
ment is that the Regulations are wrong, 
and that the rule set out in Fort Pitt 
Bridge Works (24BTA626), Daley 243 
F.2d 466 (CA-9, 1957), and L. A. Wells 
Construction Co. (46BT A302) that con- 
tracts spanning more than one account- 
ing period are long-term is the rule that 
should apply. 


Reserve in 351 transfer 


Much of the difficulty in this part- 
ticular case arose because the first year 
of the taxpayer’s corporation closed be- 





fore the taxpayer’s did. However, the 
question of transfer of assets subject to 
a reserve arises so frequently, I am in- 
cluding it as typical of the trouble that 
can arise in even 
kind of transaction. 

The taxpayer is a retailer using the 
reserve method for accounts receivable. 
He transferred the receivables (and all 
his other business assets) to a new con- 
trolled corporation in a transaction that 
qualified under Section 351. The cor- 
poration took over the balance of the 
bad debt reserve. The individual’s re- 
turn for the transfer year has been kept 
open by his consenting to an extension 
of the statute, but the statute has run 
on the corporation’s first return. 

The Agent cites the case of Geyer, 
Cornell & Newell, Inc. (6TC96) to the 
effect that a reserve cannot be sold or 
transferred. He bolsters his position by 


this run-of-the-mill 


reasoning by analogy from the cases un- 
der 337 involving bad debt reserves, 
where it has been held that income re- 


sults from the mere fact that the re- 
serve ceases to be necessary once the 
receivables are disposed of, and that 


this income from restoration of the re- 
serve to surplus is not gain from a sale. 

Our position is that there are obvious 
differences between 337 and 351. Section 
337 was enacted in 1954 to end the liti- 
gation over the question of who made 
the sale of corporate property, the stock- 
holders or the corporation. The trans- 
actions it deals with are definitely tax- 
able transactions, and what it is mainly 
trying to do is eliminate a double tax 
situation. 351, on the other 
hand, was designed to exempt entirely 
from any tax effect transfers in which no 


Section 


real change in economic position of the 
transferor took place. Thus, under 337, 
gain will be realized on disposition of 
installment obligations; under 351, gain 
will not be realized on the transfer of 
installment obligations (GCM4196, C.B. 
Dec. 1928, p. 241; Charles F. Meagher 
20BTA68; Sohmer & Co., Inc., v. U.S. 
DC NY 1949). To tax an individual 
transferring assets to a controlled cor- 
poration under 351 on the 
amount of reserves for bad debts seems 
no more warranted than taxing him on 
the amount of reserves for depreciation. 
One could as easily argue that these are 
not needed, either, once the fixed assets 
have been transferred, and these re- 
serves, too, have been built up by de- 


Section 


ductions from income. 


Normally, perhaps, the argument 


would not be too meaningful on the 
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bad debt reserve question, since the cor- 
poration would, in its first return, pick 
up the amount taxed to the individual 
in setting its reserve up at a reasonable 
figure. Unfortunately, the first year of 
the corporation is closed. Under the 
definitions of Section 1313, we are afraid 
that the individual and his corporation 
are not related taxpayers for purposes 
of an adjustment under Section 1311. 


Real property: investment or inventory? 


Perhaps the most frequent tax issue 
affecting real estate in this part of the 
country is the question of whether real 
property held for sale to 
customers in the ordinary course of a 
trade or business. This is a specific case, 
rather typical. A retired individual sold 
his business and moved to Arizona. He 
had money to invest, and soon was buy- 
ing land. In a relatively short time, the 
land increased in value. He sold some 
of the land and bought some more. 
Most of the land he buys is purchased 
for cash. Most of his sales are on an 
installment Since he is retired, 
his major sources of income are in- 


has been 


basis. 


terest on the contracts and gains on 
the real estate. He maintains no office, 
has no license, and devotes an inde- 
terminate amount of time to talking to 
real estate brokers want to sell 
him something. He does nothing to 
improve his land, most of which he has 
never even seen. He does nothing to 
obtain buyers for the land. The brokers 
he bought it from, knowing what land 
he has and knowing that he is a good 


who 


customer, will come to him asking him 
if he wants to sell a specific piece at a 
specific proposed price. They may or 
may not have a buyer already lined up, 
although they usually intimate that they 
have—this is simply a technique for lin- 
ing up merchandise. They bring a buyer 
to the taxpayer, and a deal is made. 
This man holds his realty for sale 
to customers, says the Revenue Agent. 
Our basic defense is that the taxpayer 
was passive relative to the property, and 
therefore did not hold it for sale. We 
cite Carruth (DC Texas 1958) and its 
holding that the question of whether 
property is held primarily for sale is 
separate from that of whether the tax- 
payer is in a trade or business, and argue 
that the extent of activity and amount 
of income is relevant only to the latter 
question, while the questions of im- 
provements and sale activity are the 
only relevant ones when trying to de- 
cide whether it is held for sale. We cite 
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Robert E. Austin (CA-9, 1959) to sup- 
port the position that it is an error to 
say that the property was held for sale 
when no attempts were made by the 
taxpayer (directly or through agents) to 
sell it. The Agent has heard all this 
before, and with most of them it now 
seems 


to in one ear and out the 


other. Some of these cases get settled 


go 


at informal conference, and some at the 
Appellate Division. If the property was 
held three years or longer, the chances 
of settlement usually are good. Even 
though Congress wrote six months into 
the law, after experimenting with a 
variety of holding periods in years past, 


it is impossible to settle a case where 
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sales are frequent, profits large, and 
holding periods under one year. If cor- 
porate securities were involved, there 
would be no problem. Ask an Agent to 
explain the difference between unim- 
proved land, bought and sold without 
even being seen and without any sales 
activity, and common stock, and he finds 
nothing to say. Congress never put any 
such distinction into the law, but the 
IRS seems determined to administer it 
into being. 

How did the retired investor come 
out? Was it ordinary income or capital 
gain? We think that a court may have 
to write the last chapter of this par- 


A 


ticular story! % 


Agents press on T&E, inventories; less heat 


today on depreciation, changes in method 


& MY ropAy I find that de- 
ductions for travel and entertainment 
list 


PRACTICE 


heads the by far of areas where 
Agents are concentrating attention. But 
this attention is discriminating. I find 
the issue raised only if (a) there is no 
othe). issue, or (b) if expenses are con- 
siderable. 

*\ ce a strict show-me attitude pre- 
vaiis. The Agent wants proof; not only 
proof that the expenditure was made, 
but also that it was necessary and ordi- 
nary, and that it was not a personal ex- 
pense. Detailed proof is necessary. Ho- 
tel bills are scanned, compared with 
charges, and the reason for the trip has 
to be explained and correspondence 
In the 


travelling most of the year and living 


submitted. case of a salesman 


on a maximum daily allowance, gas 
bills and customers’ letters are helpful. 

Entertainment is full of pitfalls. Why 
was it done? Where is the business pur- 
pose? Why was that much spent? Was 
the taxpayer’s wife present? Was the 
customer’s wife present? Why going to 
the Why 
home and why not? It is a matter of 


theater? entertainment at 
proof and foolproof records. They offer 
the best defense. 
on the 
If the 

business, we always have the problem 


Next list are automobile ex- 


penses. car is used partly for 
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of showing that the percentage taken 
for private use is not too low. What was 
done in prior years does not count. 
Every year stands on its own. Deficien- 
cies are frequent and, in case of a cor- 
poration, they are invariably charged as 
“dividend” the officer-stockholder; 
sometimes he gets the dividend credit. 
Third in order, I think, are repairs 
and improvements. We are confronted 
with the necessity of explaining every 


to 


item and it helps to anticipate an ex- 
amination and to explain everything on 
the invoice or purchase order right 
while the expenditure is made. This re- 
lieves us from asking a number of people 
in the Agent’s presence, but, most of 
all, it does away with the necessity for 
delay. I find that the question of the 
necessity to replace is completely ignored 
if the expenditure is large, and that if 
the Agent asks whether the life of the 
machine has been prolonged by the re- 
pair, we are lost in hairsplitting. 
Depreciation rates are rarely a matter 
of discussion and disagreement. Agents 
follow more and more the line that the 
taxpayer should know best. Only in ex- 
treme cases contested. For 
example, 1314 years for the depreciation 
of greenhouses seemed to be a short life 
for one examining Agent, but he was 
quoted a B.T.A. decision setting just 
that figure. The next day the Agent 
called and asked to see the greenhouse. 
He wanted to see whether the way the 
greenhouses were built match the de- 
scription in the B.T.A. decision. 


is the rate 


Considerable time is spent by some 
Agents in checking whether salvage 
value has been considered. Agents insist 
that changes be made for the year un- 
der examination but prior years are 
not opened. I find the amount of salv- 
age value is a matter of discussion. If 
the asset has been sold in the year that 
is examined or in a later period, the 
Agent takes advantage of hindsight and 
not much can be done about that. 

Valuation questions seem to be get- 
ting more and more important especi- 
ally concerning inventories. More and 
more, Agents go into detail and scruti- 
nize each and every figure. Many times 
the question is asked why a mark-down 
was taken; and, especially where values 
can be ascertained by reference to pub- 
lished quotations, proper proof has to 
be submitted that market value was 
lower than cost. The valuation of work 
in progress in manufacturing concerns 
is brought up each time. I have noted 
that if materials and labor, but 
overhead, have been included in the 
ending inventory, proof has to be sub- 
mitted that the same procedure was fol- 
lowed in the beginning inventory and 
that the same principle was applied in 
the prior year. Consistent application of 
the same principle is not disturbed al- 
though it may violate accepted account- 
ing methods. But variations in gross 
profit rates are checked very carefully. 
If there are changes amounting to more 
than one per cent, the question of in- 
ventories is raised in detail. If the gross 
profit rate did not change significantly, 
the question is left alone. 

On the other hand, Agents hardly 
ever check whether merchandise shipped 
out in the first days of the next period 
was included in the ending inventory. 


not 


Sometimes such a check could be easily 
made, but the Agent seems never to 
doubt that the inventory is complete. 
Quite frequently the Agent wants to see 
the inventory records and inquires by 
the taken. He 
checks prices and extensions. 


whom inventory was 

Corrections have been made frequent- 
ly in connection with finance reserves 
and the corresponding Adjustment Act 
of 1960. Where adjustments according 
to the Act were not made, the Agent 
includes in income the finance reserve 
of the particular year on the accrual 


basis, but so far I have not seen an 


adjustment of prior years although they 
are open. There is simply no explana- 
tion for this attitude. It might be one 
of the human problems. * 
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Partnerships on completed-contract method 


suffer from IRS use of corporate provisions 


by THOMAS J. DONNELLY, JR. 


The Internal Revenue Service is extending to liquidations of partnerships on the 


completed contract basis principles that were developed to prevent tax avoidance 


in corporate liquidations, i.e., the rule that profit to date of liquidation must be 


iccrued by the dissolving corporation. When this principle is carried over to the 


partner who completes the contract after it was distributed to him in liquidation 


of his partnership, it serves only to accelerate unjustly the time for the payment of 


the tax. In partnership dissolutions there is no need to accrue the profit to prevent 


avoidance of tax. A review of the completed-contract provision and of the corporate- 


liquidation cases dealing with them, will show how unfounded is the IRS position. 


gies crore partnerships, 
and proprietorships alike, may re- 
turn income from long-term contracts 
on what is known as the “completed 
contract” method. The only require- 
ments are that the method be in ac- 
cordance with the system regularly fol- 
lowed by the taxpayer and that a proper 
election to use the method be made. It 
is available only in respect of contracts 
covering a period of more than one 
year from the date of execution to the 
date of completion and acceptance. 

A taxpayer who elects the completed 
contract method must report all the in- 
come from the contract for the taxable 
year in which it is finally completed 
and accepted. All expenses allocable to 
the contract are similarly deferred to the 
year in which the income is reported. 
By using this method a taxpayer has 
the advantage of knowing the final in- 
come results of a contract before he is 
required to report any portion of it. 
Under the accrual or cash methods he 
may be required to report income from 
a contract without knowing whether, in 
the final outcome, the contract will be 
productive of income. 

There are situations, however, where 
the completed contract method does not 
clearly reflect income, not because of 
anything inherent in the method, but 
because of changes in the identity of 
the taxpayer using it or in the form of 
doing business under it during the time 
it is in progress. In any instance where 
the same taxable entity which begins 
work on the contract does not carry it 





[Thomas J. Donnelly, Jr. is a member 
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through to completion, ultimately re- 
porting in full the income or loss there- 
from, there is a probability that the 
completed contract method will not 
clearly reflect income. 


Corporate liquidation 

An application of this idea arises in 
a case where a corporation, on the com- 
pleted contract method, begins work on 
a long-term contract; after it has re- 
ceived substantial progress payments, 
but before the contract is completed, 
and before any, income is required to be 
reported, it dissolves. The Commission- 
er and courts, under these circumstances, 
will allocate to the corporation that por- 
tion of the income earned on the con- 
tract to the date of dissolution, even 
though, under the completed contract 
method, it would not be required to 
disclose any portion of the income be- 
cause the contract has not been com- 
pleted. See Jud Plumbing and Heating, 
Inc.1, Standard Paving Co.2 and Pal- 
mer. This reasoning is applicable as 
well to situations in which a partner- 
ship or proprietorship on the completed 
contract method transfers a contract on 
which the work has been partially per- 
formed to a corporation before it has 
been completed. 

The principle underlying the reason- 
ing of the courts in these cases is the 
aged and well known one that income 
is taxable to him who earns it. (United 
States v. Lynch.4) Even though the con- 
tract has not been completed, it is ap- 
parent that a portion of the income 
ultimately to be derived from it has 
been earned, in fact, by the corporation 
which performed under it prior to dis- 
solution, or the individual who per- 
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formed under it prior to incorporation, 
as the case may be. Under these circum- 
stances only the accrual method will 
clearly reflect income. 

It is interesting to note that the same 
principles have been applied to a tax- 
payer on the cash method. See Idaho 
First National Bank v. United States 
and Susan J. Carter.6 The cash method, 
just as the completed contract method, 
may not clearly reflect income where 
property producing income which has 
been earned but not yet received is 
diverted to another taxpayer before the 
taxing event occurs. 

The Internal Revenue Service is now 
making an attempt to apply these prin- 
ciples to partnership terminations under 
circumstances where one of the part- 
ners takes over and completes a con- 
tract. The Service would tax on the ac- 
crual basis not only the former partners 
who will have no further connection 
with the contract, (which is proper) but 
also the former partners who will com- 
plete the contract. Is this position con- 
sistent with the concepts underlying the 
above mentioned decisions in corporate 
dissolutions and related situations? A 
careful examination of the parallels in- 
dicate that it is not. 

The courts 
have required a change from the com- 
pleted contract to the accrual method of 
accounting only in cases where “the 
taxpayer” who completes the contract 
is different from “the taxpayer” who 
performed (or partially performed) un- 
der it. If this were not the case, a 
corporation on the completed contract 
method undertaking a contract and 
completing 50% of the work could 
completely avoid the corporate tax by 
liquidating and distributing the con- 
tract to its shareholders before_the tax- 
ing event (the completion of the con- 
tract) occurs. Similarly, an individual 
who has partially performed on a con- 


Commissioner and the 


tract could transfer it to a corporation 
before the taxing event occurs thus 
avoiding completely the individual in- 
come taxes. It is apparent under these 
circumstances that the completed con- 
tract method does not clearly reflect the 
income of either the transferor or the 
transferee, and that considerable abuse 
could result if the Commissioner were 
not permitted to allocate income to the 
1 153 F.2d 681 (CA-5, 1946). 

2 190 F.2d 330 (CA-10, 1951). 

3 367 F.2d 434 (CA-9, 1959) aff’g 29 TC 154. 

4192 F.2d 718 (CA-9, 1951). 


5 265 F.2d 6 (CA-9, 1959). 
® (1947), 9 TC 364. 
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taxpayer who, in reality, has earned it. 

The principles discussed in cases in 
this area may be simply summarized by 
a rule which requires the employment 
of the accrual method with respect to 
any taxpayer who has performed on a 
contract and who has, in fact, earned 
income from it, but who is not the tax- 
payer involved at the time it is com- 
pleted. The incidence of taxation may 
not be avoided by transfers prior to 
completion. 

If, in the case of a partnership termi- 
nation, the partially completed contract 
is sold or assigned to a person other 
than a former partner, it is apparent 
that the rules requiring a change in 
accounting method ought to be applied 
because “the taxpayer” who performed 
on the contract is not the taxpayer who 
completed it. The rules ought to be 
applied as well to a former partner who 
does not assume the contract and carry 
it through to completion. Since such a 
“the 


taxpayer” until the taxing event (the 


former partner does not remain 
completion of the contract) occurs, the 
method 


clearly reflect his income. If the com- 


completed contract does not 
pleted contract method remained ap- 
plicable to the former partner who no 
longer has an interest in the contract, 
he could forever avoid taxation on 
income which he has, in fact, earned. 
There is no justification, however, for 
using these rules to authorize a change 
in method of accounting from the com- 
pleted contract to the accrual method 
with respect to a former partner who 
does assume and complete the contract. 
A partnership is not a taxable entity. 
The partners are ‘the taxpayers” for all 
purposes, although the partnership as an 
entity theory is used for some purposes 
to determine each partner’s income. 
Nonetheless, a partnership is not a tax- 
payer. Although the partners who as- 
sume long-term contracts from the part- 
nership and complete them may share 
differently in the profits than they did 
in the partnership, this alone offers no 
justification for a change in accounting 
method. 
Changes from the completed contract 
the accrual method have been 


to ap- 


proved by the courts in cases where 
the change was necessary to reflect in- 
not otherwise have 


at any time, includible in the in- 


come which would 
been, 
come 
Such 
for the purpose of requiring an earlier 


inclusion of income than would other- 


of the taxpayer who earned it. 
changes have not been approved 
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wise follow under the completed con- 
tract method. The only purpose served 
by the changes now proposed by the 
Internal Revenue Service (with respect 
to a former partner who assumes and 
completes the contract) is an earlier in- 
clusion of income. This might be termed 
a pre-accrual of income. The purpose 
to clearly reflect income is not a factor 
since income is just as clearly reflected 
by permitting the former partner who 
assumes the contract to continue on the 
completed contract method as it would 
be in any case where this method is 
otherwise appropriate. 

During the continuance of a partner- 
ship, elections of accounting method 
must be made by the partnership (See 
Section 703(b)), and the accounting 
method must be the same with respect 
to all partners. But, coincident with 
termination of the partnership, it ought 
to be appropriate to require a change 
in the accounting method of the part- 
ners who do not continue to work un- 
der the contract and not to require a 
change in method for other partners 
who do so continue. At this point the 
reporting of income on the same method 
by all partners is no longer a consid- 
eration. Since the fact of termination is 


the event which justifies a change in 
accounting method, at least in respect 
of some of the partners, it should also 
be an event which eliminates the neces- 
sity of continued adherence to the rules 
of Section 703(b). 

Changes from the completed contract 
to the accrual method are necessary to 
clearly reflect income only when “the 
taxpayer” who earns the income is not 
“the taxpayer” who completes the con- 
tract. “The taxpayers” are the partners 
rather than the partnership. The former 
partner who assumes the contract and 
completes it is both the taxpayer who 
earns the income and who completes the 
contract. His income does not tend to 
be distorted by the use of the com- 
pleted contract method after the termi- 
nation of the partnership to any greater 
extent than it may be during the con- 
tinuance of the partnership when the 
completed contract method is assumed 
to be entirely appropriate. 

It is apparent from a review of these 
rules that in any case where the com- 
pleted contract method is used, careful 
attention must be given to transfers 
of the contract or to alterations in busi- 
ness form. Unexpected tax consequences 
may follow if care is not exercised. * 


A gents revising depreciation to 


reflect resale price as salvage value 


Kk. THOUGH A depreciation method 
has been used for years and returns 
for those years examined and closed 
without change, examining Agents now 
frequently propose changes based on 
recent court which have 
changed established policies on salvage. 

The decision in Cohn (CA-6, 1958) 
259 F.2d, 371) cast a shadow on the 
then current method of handling salv- 
age, using reasonable estimate of salvage 
made when the asset was acquired. The 
taxpayer, in this case, had established 
a flying school under a contract with 


decisions 


the Air Force. The useful life of assets 
was correctly estimated at four years, 
but no allowance was made by the tax- 
payer for salvage. The Trial Court’s 
reasoning, which was approved by the 
Sixth Circuit, is as follows: 





[Harold H. Hart, a member of the 
Utah Bar, practices law as a member of 
the Salt Lake City law firm of Richards, 
Bird and Hart.| 


by HAROLD H. HART 


“The partners knew, in August, 1944, 
when the .. . equipment . . . was sold, 
the price the equipment brought and 
thus at the end of the fiscal year 1944, 
they knew the actual salvage value of 
said movable equipment.” 

‘“. . . Where the actual salvage value 
of assets is known at the end of a tax 
year, depreciation is not allowable for 
the year on such assets to the extent 
their book value at the beginning of 
the tax year is less than their salvage 
value... .” 

Salvage value, pursuant to this de- 
cision, and actual sale price are one and 
the same. 

The court did not explain why de- 
preciation is not allowable for the year 
of the sale if the book value of the 
asset at the beginning of year of sale is 
Jess than salvage value, i.e., sale price. 
The couri’s holding probably stems 
from the Regulations providing that 
“in no event shall an asset . . . be de- 


preciated below its reasonable salvage 
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value.” (Regulations 1.167(c).) The logi- 
cal implication of the court's holding 
is that if at the beginning of the year 
of sale the book value of the asset 
is less than salvage, then an adjustment 
of depreciation must also be made for 
the prior year, if the year is open, in 
order that depreciation will not exceed 
salvage value. 

Agents, after the Cohn decisions came 
down, examined the depreciation sched- 
ules of taxpayers to determine whether 
estimated salvage equalled actual sales 
of similar equipment by taxpayers or 
others. They made many costly adjust- 
ments. 

The Circuit Court, in Cohn, noted a 
problem discussed in earlier decisions 
Tax Court relative to the effect 
{ appreciation upon the depreciation 


of the 


deduction. A typical example appears 
in Max Eichenberg ((1929) 16 BTA 
1368). The taxpayer purchased a two- 
story brick building in 1915 for $30,000. 
Subsequently, he spent $4,142.50 for cap- 
ital improvements. The property was 
sold in 1922 for $40,000. Petitioner in 
his income tax returns for 1915 to 1921 
failed to claim deductions for deprecia- 
claimed $900 in 1922. Peti- 
tioner contended that his cost skould 


tion, but 


not be reduced by depreciation because 


y physical depreciation was offset by 
appreciation resulting from increase in 
cost of building materials during the 
term of his ownership. The court held 
that depreciation could not be offset 
by appreciation. It felt that depreciation 
need not be tied to appreciation result- 
ing from extrinsic causes, that the two 
can go on simultaneously and need not 
be offset one against the other, and 
that the revenue laws expect apprecia- 
tion to be accounted for at the final dis- 
position of the asset. 

The Tax Court’s decision in 
Long Leaf Lumber Company (9 TC 
990 (1947)) [revised and remanded on 
another issue (CA-5, 1949) 173 F.2d 549} 
followed this reasoning in its holding 
that the price received in articles not 
fully depreciated throws no light upon 
the depreciation allowance, and that 
depreciation cannot be disallowed mere- 
ly because of the price received. 

Che taxpayer in Cohn cited Wier and 
the earlier decisions and pleaded that 
fluctuations in market values should not 
The 


pointed out in answer to this plea that 


be taken into account. court 
the Commissioner was not asking for 
annual adjustments of salvage value, but 


he wanted to adjust to market value 





Wier 


or actual sale value at the end of the 
useful life of an asset. 

An extreme example of the effects 
of the court’s holding may be cited with 
respect to motor vehicles sold after 
World War II. Such equipment, in cer- 
tain instances, sold for more than the 
original purchase price. The Cohn doc- 
trine leads to the erroneous conclusion 
the salvage value could possibly equal 
or exceed cost. If selling price and sal- 
vage are one and the same, it follows 
that appreciation may offset deprecia- 
tion if the Cohn case is correct. 

The Supreme Court in Massey Motors, 
Inc., v. United States ((1960) 364 U.S. 
122) defined “salvage value” as “re- 
sale or second-hand value.” The Court 
held that is made in 
real salvage value or actual duration 


if miscalculation 
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of use, adjustments may be made when 
the mistake is discovered. The Court 
did not discuss the problem of appre- 
ciation as an offset to depreciation. 
The Commissioner, however is going 
right ahead using hindsight in his de- 
termination of salvage. The provisions 
of the Regulations (1.167(c)) that “sal- 
vage value shall not be changed at any 
time after the determination made at 
the time of acquisition merely because 
of changes in prive levels” or the infer- 
cence found therein that salvage value 
established at the time of acquisition 
cannot be changed in the absence of a 
redetermination of useful life, does not 
prevent examining officers from increas- 
ing salvage value without adjusting use- 
ful life, or from increasing salvage value 
irrespective of price level changes. 


Binding IRS-taxpayer agreements on 


accounting methods should be permitted 


time face 


uncertainties as to 


A THE present 
considerable 
their tax if they are forced to change 
their accounting methods for business 
reasons. They also face uncertainties as 


taxpayers 


to what an IRS Agent will do if they 
apply sound business and accounting 
judgment in their methods of pricing 
inventories and providing for reserves 
for uncollectible accounts. un- 
certainties could be removed if IRS 
would permit binding agreements for 


These 


accountitng methods and would apply 
accounting and business judgment tests 
to the taxpayer’s method of pricing in- 
ventories and setting reserves rather 
than to require Agents to used arbitrary 
methods. Following are situations where 
this probem is particularly troublesome, 
and show the great need for improve- 
ment in these areas. 


Cash basis of accounting 

Under present regulations and prac- 
tice, the Commissioner permits those 
taxpayers whose inventories are not an 
important income-producing factor to 
report on a cash basis of accounting. 
This method of reporting is simple for 
the taxpayer and protects the revenue 
for the Government so long as the re- 
porting procedures followed by the tax- 
payer are consistent. It has the business 
advantage to the taxpayer of showing 
taxable income only after the funds to 


by ALBERT J. BOWS 


collected. 

However, as a business grows to the 
point where outside financing may be 
needed or where it may be desirable to 


pay the tax due have been 


sell securities to the public, the com- 
pany may be required to report its op- 
erations and financial position on an 
accrual basis. 

If a cash basis taxpayer wants to use 
the accrual basis of accounting forfi- 
nancial reporting purposes, he runs into 
a number of practical problems stem- 
ming from the fact that the Agent re- 
viewing the returns may be guided by 
what the taxpayer has shown on his 
books. 

If the taxpayer’s creditors or the Se- 
curities and Exchange Commission in- 
sist on accrual basis statements, the tax- 
payer must reflect these accrued items 
on his books or records. These books or 
records will the differences -be- 
tween his cash basis for income tax and 


show 


his accrual basis for financial reporting. 
The problem is whether by so showing 
his financial position he endangers his 
consistent cash basis of <ccounting for 
taxes. 

An administrative procedure should 
be set up to permit a taxpayer to re- 





[Mr. Bows, a certified public accountant, 
is a member of the firm of Arthur An- 
dersen & Co. and is partner in charge 
of their Atlanta, Georgia office.] 
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port his taxes consistently on a cash 
basis even though he has business rea- 
sons for reporting his financial results 
on another basis. There is no loss in 
the Government arising 
from the fact that the taxpayer wants 


revenue to 


to change his method of accounting. It 
would be unfair to the taxpayer for the 
Government to tax in a single year the 
accrued assets generated over many 
years. The IRS could make the proce- 
businesslike by 
mitting the taxpayer to make an elec- 
tion of a method of tax accounting 
which would be binding so long as he 


keeps a consistent record on this basis. 


due much more per- 


Inventory pricing problems 


A common difficulty in inventory 
pricing practice arises in connection 
with the obsolescence of spare part in- 
ventories. As any businessman knows, 
he must make an economic production 
run of a given part or his manufactur- 
ing cost will be excessive. However, at 
the time he makes this run he recog- 
nizes that he will sell only a small per- 
centage of these parts within a reason- 
able period of time. Therefore, from 
a financial standpoint he must reduce 
the inventory values on the entire lot 
of parts so that his financial statements 
his ultimate realiza- 
tion. However, because of the technical 
requirements of the IRS in this area, 
he may find that there is no sound basis 


do not overstate 


taxwise for following the business ap- 
proach. 

It would be beneficial in this area to 
give the taxpayers considerable leeway 
in their methods of pricing inventories 
providing the aggregate inventories as 
determined by the taxpayer under his 
methods meet certain overall tests which 
the Government would apply by size of 
company and by industry. Thus, if the 
taxpayer ‘is in an industry where inven- 
tories are turned, say, six or eight times 
a year, even though the methods of 
pricing do not meet existing technical 
regulatory requirements, so long as the 
over-all result is within certain limits set 
by the IRS, the taxpayer should be per- 
mitted to use flexible methods of pric- 
ing his inventory. This is the same type 
of approach to over-all inventory tests 
which an accountant or businessman 
uses. If the Agents used turnover figures 
or similar ratios on inventories, it would 
help protect the Government revenue 
in those cases where taxpayers are un- 
fairly reducing inventories. In many 
cases these sharp reductions are not de- 


* October 1961 


tected by the Revenue Agents. It is our 
experience that Agents do not spend 
much time in the inventory area be- 
cause of their over-all time require- 
ments. By using turnover tests it could 
help the agents detect understated in- 
ventories and at the same time give tax- 
payers freedom to make businesslike de- 
cisions in this area. 


Reserve for bad debts 


A similar procedure might help both 
the businessmen and examining Agents 
in reducing the uncertainties in connec- 
tion with providing reserves for bad 
debts. In many cases Agents insist that 
the reserve for losses on receivables 
must be established on the basis of 
past experience of charge-offs. Even 
though the Regulations would indicate 
that taxpayers can take into account 
changed conditions, products, and 
methods of selling, as a practical matter, 
the Agents permit very little use of 
judgment in this area. Here, again, it 
would seem that the Government could 


arrive (by adminstrative procedures) at 
percentages of reserves for bad debts 
which make sense in individual in- 
dustries by size of company. These per- 


‘centages would be given to the Agents 


for guidance in their examinations. So 
long as taxpayers are withihn these 
over-all tests, the IRS would allow them 
reasonable judgment in the method 
providing for their reseirves. Here, 
again, this is an approach that the busi- 
nessman or certified public accountant 
takes at arriving at over-all tests of such 
reserves, and it would protect the Gov- 
ernment from taxpayers who are mak- 
ing excessive claims in this area. 

In summary, if the Government would 
adopt binding agreements on account- 
ing methods and permit sound business 
and accountitng judgments as reflected 
by inventory turnovers and other ratio 
tests to guide their Agents in the areas 
of inventory pricing and reserves for 
bad debts, many of: the troublesome 
areas which now face the taxpayers and 
Agents would be eliminated. *% 


Current difficulties in incorporating 
a business improperly using cash method 


ik MAY VERY WELL BE that the best ad- 
vice today to the owner of a small 
business which is improperly using the 
cash method who wants to incorporate 
is “Don’t.” This is enough to give a good 
accountant ulcers, because obviously the 
business should be on the accrual meth- 
od to reflect income properly, and the 
corporate forms does have tax advan- 
tages. But this is the kind of fix the tax 
laws create (or perhaps I should say ad- 
ministration of the tax laws) . 

The difficulty arises like this. Mr. 
Doerr, is owner of a small local retail 
hardware store. He walks into your of- 
fice and wants you to take over his ac- 
counting. He has been in business for 
ten years as a sole proprietor. His out- 
side assistance in tax and accounting 
problems during this time has been lim- 
ited to a local bookkeeping service 
which maintained his general ledger and 
prepared his income tax returns. The 
books and tax returns have always used 
the cash basis. However, the proprietor’s 
wife has always more or less kept track 
of accounts receivable, sending out bills, 
recording collections and the like al- 
though, as previously indicated, no con- 
trol ledger account for accounts receiv- 


by HAROLD W. CHATTERTON 


able has been maintained. The average 
balance of accounts receivable has been 
running around $25,000 in recent years. 
Accounts payable and accrued expenses 
have always been paid up in December 
of each year so that no accrual problem 
exists there. Inventories have maintained 
a steady level the past several years. 

Since his wife, daughter and son-in- 
law are the only full-time employees, the 
owner has been advised to incorporate 
in order to enjoy, among other things, a 
qualified family profit sharing plan with 
Mr. Doerr a major participant. It is now 
October and he would like to incorpo- 
rate the first of the year. 


Agents don’t force change 


To make matters worse, Revenue 
Agent W. C. McDay has recently exam- 
ined the books and given him a clean 
bill of health, after making some harm- 
less adjustments to depreciation and dis- 
allowing some life insurance premiums. 
Although he made a thorough examina- 
tion of the books, the Revenue Agent 
had nothing to say about the taxpayer's 
cash method of accounting. 

There was a time, a’ few years before 
the 1954 Code, that a Revenue’ Agent 





SE PO ES. 





a 





would | 
creased 
cent yez 
would | 
the acc 
torted. » 
kind to 
The ge! 
forced | 
od of 3 
they wi 
account 
items 2 
such ch 
accrual 
ever, il 
he wou 
missior 
bunchi 
change 
escape 
Whi 
this n 
came | 
escape 
Sectio1 
could 
metho 
ments 
escape 
escape 
accoul 
1953. 
the co 
chang 
result, 
ing oO 
sioner 
methc 
Sectio 
Reve! 
amen 
payer 
ment: 
initia 
od. I 
the « 
ment 
Thus 
was \ 
er’s ( 
vent 
So. 
enue 
was 
taril 
ing, 
If th 
then 
escay 
Se 
even 
Rev 





would have licked his chops and in- 
creased the net income of the most re- 
cent year by $25,000 so that all income 
would have been properly reported on 
accrual basis albeit somewhat dis- 
torted. However, the courts were not too 
kind to the IRS on such adjustments. 
The general rule evolved that if the IRS 
forced the taxpayer to change his meth- 
od of accounting from cash to accrual 


the 


they would have to give him credit for 
accounts receivable and other accruable 
items at the beginning of the year of 
such change, thus causing the beginning 
accruals to forever escape taxation. How- 
ever, if the taxpayer made the change, 
he would have to make it on the Com- 
missioner’s terms which would cause a 
bunching of income in the year of the 
change and, of course, no income would 
escape taxation. 

While practitioners were mulling over 
this newly-evolved general rule, along 
came the 1954 Code with its apparent 
escape hatch in Section 481. For under 
Section 481 it appeared that a taxpayer 
could change from the cash to accrual 
method and have the pre-1954 adjust- 
ments arising from such change forever 
escape taxation. Thus, our client would 
escape taxation on income equal to his 
31, 
However, Section 446(e) required 


uccounts receivable at December 
1953. 


consent of the Commissioner before 
changing any accounting method. As a 
esult, the Regulations were slow in com- 
ing out and consents by the Commis- 
sioner for such changes in accounting 
methods were hard to come by. Then, 


Section 481 was amended by _ the 
Revenue Act of 1958. The gist of the 
amended Section 481 was that a tax- 


payer could not have pre-i954 adjust- 
ments escape taxation if the taxpayer 
initiated the change in accounting meth- 
od. But if the Commissioner initiated 
the change, then the pre-1954 adjust- 
ments would forever escape taxation. 
W. C. McDay 


was waiting for our hardware store own- 


Thus, Revenue Agent 
er’s CPA to initiate the change to pre- 
vent this escape. 

of the Rev- 
enue Act of 1958, the old general rule 
was back again, If the taxpayer volun- 


So, with the enactment 


tarily changed his method of account- 
ing, no income would escape taxation. 
If the Commissioner forced the change, 
then pre-1954 adjustments would forever 
escape taxation. 

Section 481 is not without its relief, 
even after the amendments of the 1958 
Revenue Act. If our hypothetical hard- 


ware owner did voluntarily change to 
the accrual method, he could avoid 
bunching the $25,000 in adjustments 
(i.e. his beginning accounts receivable) 
in one year. Section 481(b)(1) would per- 
mit him to divide the $25,000 ratably 
over the current and two preceding 
years (not by filing amended returns for 
the two prior years and paying interest 
on the deficiencies but by merely com- 
puting the extra tax that would be due 
for such prior years under such pro-ra- 
tion and adding such tax to the current 
year’s bill). 

Section 481(b)(2) theoretically could 
be even better. If our taxpayer could es- 
tablish his income for prior years as it 
been under the accrual 
method, he could consecutively so es- 
tablish his income. If, by some miracle, 
he could reestablish his income over all 
ten years of his operation he 


would have 


could 
spread the $25,000 adjustment over all 
ten years and pay the increased tax re- 
sulting therefrom. The net result of this 
would be the same as if he had reported 
on the accrual basis all along with the 
big exception that the difference in tax 
would not be paid until 1961 and there 
would be no interest charged. 
However, if there was one year break- 
ing the consecutive year chain backward 
from 1961 for which he could not rees- 
tablish under the 
method, he would have to lump the re- 


his income accrual 
maining unsprea:l income into 196], as- 
suming that to be the year of change of 
accounting method. 

Furthermore, under Section 481(b) (4) 
the taxpayer can subtract his pre-:1954 
adjustments before applying Section 
481(b)(1) and (2), described above 
add one-tenth of such pre-1954 adjust- 


and 


ments to the taxable income for the next 
1961. We 
would hope, of course, that our new 


ten years beginining with 
client has maintained and retained ex- 


cellent records for the last several years. 


Tap in incorporating 


As we analyze Mr. Doerr’s problems, 
we can see the handicap in changing vol- 
untarily to the accrual method, although 
the penalty is tempered somewhat by the 
above-described provisions, providing he 
can meet the near-impossible conditions 
imposed thereby. However, we cannot 
change to the accrual method for 1961 
because Regulations 1.446-1(e) require 
that we apply for permission to change 
accounting method within 90 days after 
the beginning of the taxable year. But 
to maintain the status quo and then in- 
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‘Mr. Chatterton is a certified public ac- 
‘ountant, a partner in the accounting 
firm of Maier and Chatterton, Portland, 
Oregon.| 





corporate January 1, 1962 would be to 
lead the taxpayer into a tax trap. 

Revenue Agents have delighted in 
finding businesses which have always re- 
ported on the cash basis (although they 
should have been on the accrual basis 
all the time according to Regulations 
1.446-1(c)(2) since inventories were ne- 
cessary) which have then incorporated. 
One approach has been to treat the is- 
suance of corporate stock for the ac- 
counts receivable and other assets of the 
business as the realization of such aec- 
counts receivable, and tax them at that 
time. Thus, the ending accounts receiv- 
able of the uinincorporated business are 
bunched into the income of the final re- 
turn of the unincorporated business. 
Another approach is to bunch the in- 
come into the first year of the corpora- 
tion. This is done by forcing the corpo- 
ration to be on the accrual basis and 
also treating the collection of its begin- 
ning accounts receivable as income on 
the theory that such accounts receivable 
had no tax basis. 


One possible solution 


One form the 
corporation on or about March 1, 1962. 
The corporation could then establish a 


solution could be to 


fiscal year ending about June 30 so that 
the effect of ,bunching of income could 
be offset by the creation of a separate 
taxable year. This might work even with 
a Subchapter S corporation. However, 
especially with a Subchapter S corpora- 
tion, our, taxpayer would have to curtail 
any salaries for himself during the calen- 
dar year 1962 or his individual income 
would be bunched as before. 

Perhaps, after all, our best advice to 
the taxpayer would be that though the 
tax deferment of a qualified profit shar- 
ing plan is indeed attractive, his own 
tax deferment plan (i.e. use of the cash 
basis) is pretty hard to beat and, al- 
though Regulation 1.446-1(c)(2) says it 
is improper, a Revenue Agent probably 
would never force the change to the ac- 
crual basis and allow certain income to 
forever escape taxation. One might even 
that Mr. Doerr is better off 
without professional accounting help, as 
things stand now. But he does need ex- 
pert tax guidance every step of the way 
if he is to proceed with his plans for in- 
corporation. * 


conclude 
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Supreme Court, in Lester, makes form of 


child-support agreement controlling 


by JOEL E. MILLER 


On its face, the holding that payments to an ex-wife can’t qualify as child support 


because not specifically designated appears to make controlling the forms of words 


chosen by the draftsman of the alimony and child-support agreement. Mr. Miller, 


after analyzing the case with great care, concludes that such an interpretation is 


not reasonable. More likely the decision 
used; specific allocation in the instrument 


law develops the courts may not accept it 


eee BASIC issue presented is a varia- 


tion of the old question: which 
should control, form or substance? Sur- 


prisingly, the Supreme Court seems to 


have chosen form. And, strangely 
enough, in so doing it approved the 
decisions of those courts that had 


adopted the substance test and it re- 
jected the decisions of those courts that 
used the form test. 

The specific question involved is the 
interpretation of one sentence in the 
alimony section of the Code. There ap- 
pears to be no present dispute about 
the fairness of the law in taxing to the 
wife alimony payments by a divorced 
husband. It likewise appears to be ac- 
cepted that, if the wife receives money 
she is unconditionally obligated to 
spend for the support of the husband’s 
children, such payments are fairly tax- 
able to him and not to her. The diff- 
culties arise when the wife accepts an 
obligation to support the children but 
the terms of the instrument do not in 
so many words require her to spend any 
certain or ascertainable amount for that 
purpose. 
of the 1954 Code, which 
requires inclusion of alimony in the 
under certain 
“is inapplicable to that part 
payment 
the decree, 


Section 71 


wife’s income circum- 
stances, 
the terms of 
or agreement 
fix, in terms of an amount of money 
or a part of the payment as a sum 
which is payable for the support of 
minor children of the husband.” 


of any which 


instrument 


only begins to spell out the rule to be 
will undoubtedly be required, but as the 


as the only requirement. 


Obviously, Section 71 does require 
the wife to pay tax on payments that 
“the terms” fail to “fix” as “payable 
for” child support. In other words, the 
wife cannot escape taxation simply 
by showing she must spend some amount 
for child support, nor even by showing 
also that she has regularly spent X dol- 
lars for that purpose. As the Code is 
written, the fact that she may be (or 
is) taxed on amounts of which she does 
not, in fact, have the beneficial enjoy- 
ment is irrelevant. The focal point is 
the terms of the instrument, and it is 
those terms that determine the location 
of the tax burden. About this there can 
be no reasonable dispute. 

Even so, the notion that it is unfair 
to tax the wife on amounts she spends 
for the benefit of the husband's children 
is a powerful one, and one that has 
underlain a great deal of resistance to 
what would appear to be the clear in- 
tention of the statute. For this reason, 
it is worth emphasizing that Congress 
very clearly contemplated that the wife 
might be taxed on amounts spent by 
support the husband’s minor 
children. The committee reports say so 
in unmistakable language.1 The Regu- 
lations, which pick up the language of 
those reports, after stating that the 
Statute does not apply to any amount 
“specifically designated as a sum pay- 
able for the support of minor children 
of the husband,” go on to say: “If, 
however, the periodic payments are re- 
ceived by the wife for the support and 


her to 


maintenance of herself and of minor 
children of the husband without specific 
designation of the portion for the sup- 
port the husband’s minor children, then 
the whole of such amounts is includible 
in the income of the wife. . . .”2 

The problem is not, therefore, one 
of determining whether the wife did 
(or was expected to) spend any amounts 
for child support. The problem is to 
determine which of such amounts Con- 
gress meant to tax to the husband and 
which it meant to tax to the wife. 

Before the Supreme Court’s decision 
in the Lester case, two tests were in 
use. Under the first test, used by the 
Tax Court in the Lester case, the ques- 
tion is whether the instrument contains 
“a reasonable indication” of how much 
of each payment the parties contem- 
plated the wife might use for the sup- 
port of the children.? As the court 
there said, “Such an intended‘ division 
may be indicated by the amount or 
portion of the total payment which is 
to be discontinued when the obligation 
to support a minor terminates.” 

In the following sentence the court 
announced its devotion tothe inten- 
tion of Congress not to tax as income 
to the wife funds supplied by the hus- 
band to be used by the wife in fulfilling 
his legal obligation to support their 
minor children.” As we have seen, how- 
ever, Congress had no such intention. 
Congress fully intended the wife to be 
taxed on sums supplied by the hus- 
band to support their minor children. 
The only exception was where such 
sums were “fixed” or “specifically desig- 
nated” by the “terms of the . . 
ment... as 
purpose. 


. instru- 
. payable for” that 


Restrictions rule 


Under the second view, these words 
of the statute are considered controlling, 
and, as the Second Circuit said in re- 
versing the Tax Court in the Lester 
case, “sums are payable for the support 
of minor children when they are to 
be used for that purpose only. Accord- 
ingly, if sums are to be considered ‘pay- 
able for the support of minor children’ 
their use must be restricted to that 
purpose and the wife must have no in- 
dependent beneficial interest therein.’5 

It is interesting to note that this sec- 
ond view seems to have two intertwined 
branches. Under one branch the key 
word of the statute is “fix.” As the 
courts have pointed out, the word in 
this context means no more than to 
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make certain.6 But 


meaningful test? What could be more 


is this really a 


certain than a number of dollars or a 
fraction of a payment? In the Lester 
for example, the instrument pro- 


Case, 


vided: “In the event that any of the 
children of the parties hereto shall 
marry, become emancipated, or die, 


then the payments herein specified shall 
on the happening of each such event 
be reduced in a sum equal to one- 
xt. sss. 

With all deference, it is suggested 
that the more important words are “‘pay- 
able for.” In addition to certainty of 
amount, it must also appear that these 
are amounts that the wife is required 
to use for child support. For reasons 
that have been set forth at length else- 
where,? it seems perfectly clear to the 
writer that Congress meant taxability 
to depend upon enjoyment of the funds, 
that the wife was meant to be relieved 
of taxation only on amounts of which 
she was denied the benefit under all cir- 
cumstances. 

fo sum it up, there were, prior to 
the recent Supreme Court decision, two 
basic approaches: (1) that an allocation 
should be made if the “intention” of the 
parties could be determined from the 
terms of the instrument; and (2) that 
the wife was to be taxed on all amounts 
except those from which she was ex- 
cluded from having any ownership in- 
terest whatsoever. 


Specific requirement 

Now, however, there seems to be a 
third test. Instead of asking (1) is this 
: amount the wife was expected to 
spend for the children? or (2) is this 
in amount the wife was required to 
spend for the children?, it is now neces- 
sary to ask (3) is this an amount the 
nstrument many 


says in so words is 


for the children, regardless of whether 
they in fact have any enforcible rights 
therein. Actual obligations are unim- 
portant; only the recitals matter. 


See H.R. Rept. No. 2333, 77th Cong., 2nd Sess., 
74; Sen. Rept. No. 1631, 77th Cong., 2nd Sess. 
Reg. Section 1.71-1(e). 
2 TC 1156 (1959). The following Court of Ap- 
peals decisions seem to support this view: Metcalf, 
F.2d 288 (CA-1, 1959); Hisinger, 250 F.2d 303 
CA-9, 1957), cert. denied, 356 U.S. 913 (1958). 
he basis of placing the Eisinger decision in this 
oup is the court’s stated disagreement with the 
Weil and Deitsch cases, infra. The actual decision, 
however, appears to have been placed upon the 
ourt’s understanding that each child “would need 
$31.25 a week (250 F.2d at 308, em- 
phasis added) and that the husband could under 
rtain circumstances make such payments direct- 
to or for the children rather than to the wife. 


l have’ 


The following is the crucial part of 
the court’s opinion: “It does not appear 
that the Congress was concerned with 
the pershaps restricted uses of unspeci- 
fied child-support payments permitted 
the wife by state law when it made 
those sums includible within the wife’s 
alimony income. Its concern was with 
a revenue and with the 
specificity, for income tax purposes, of 
the amount payable under the terms 
of the written agreement for support of 
the children. Therefore, in construing 
that revenue we too are 
cerned with the variant legal obliga- 
tions, if any, which such an agree- 
ment, by construction of its non-specific 
provisions under local rules, imposes 
upon the wife to use a certain portion 


measure 


act, uncon- 


of the payments solely for the support of 
the children. . . . [T]he Congress was in 
eftect giving the husband and wife the 
power to shift a portion of the tax 
burden from the wife to the husband 
by the use of a simple provision in the 
settlement agreement which fixed the 
specific portion of the periodic payment 
made to the wife as payable for the 
support of the children.” 

This cuts both ways. Conceivably, a 
wife having an obligation to use ascer- 
tainable amounts for child support may 
nevertheless be taxed upon the entire 
payment. On the other hand, a wife hav- 
ing unfettéred enjoyment of entire pay- 
ments may nevertheless escape taxation. 

The point can be emphasized by some 
imaginary state statutes. Consider, for 
example, a statute providing that a 
provision in an alimony agreement re- 
ducing payments upon the marriage, 
death or emancipation of any child shall 
have the effect of constituting the wife 
a trustee for child as to 
amounts of possible reduction. 
There would seem to be no _justifica- 
tion for taxing the wife on the entire 
payment. True, the statute would have 
to be consulted 


each the 


such 


instru- 
that 


as the 
it does not follow 


as well 


ment, but 


the 


The court could well have been holding that the 
wife had no independent beneficial interest in the 
portion of the payments in issue. 

4The use of this word “intended,” rather than 
“contemplated” or some equivalent, seems highly 
inaccurate and somewhat misleading since the 
parties expressed no interest in and made no at- 
tempt at regulation of the wife’s use of the pay- 
ment. 

5279 F.2d 354, 356 (1960). The quoted language 
also appeared in Weil, 240 F.2d 584 (CA-2), cert. 
denied, 353 U.S. 958 (1957). The following: decis- 
ions are to the same effect: Hirshon, 250 F.2d 497 
(CA-2, 1957); Deitsch, 249 F.2d 534 (CA-6, 1957); 
Mandel, 185 F.2d 50 (CA-7, 1950). The basis of 
the court’s decision is clarified by the later decis- 
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portion of the payment that is payable 
for child support is. not fixed by the 
terms of the instrument. Normal meth- 
ods of construing writings are not neces- 
sarily, and should not be, excluded. Con- 
sider in this connection an instrument, 
providing for payments to the wife of 
$500 a month and further providing— 
in whatever terms are necessary—that, 
of this $500, $25 is payable for the 
support of each minor child of the hus- 
band. Suppose that, although the in- 
strument provides that the wife shall 
have custody of all the children, it is 
nowhere stated how many children there 


are. Must the wife pay tax on the en- 
tire $500? 
On the other hand, suppose a state 


adopts a statute providing that only a 
certain form of words can impose upon 
a wife any duty to account to or care 
for her children. Suppose further that, 
after the adoption of this statute, an 
instrument is entered into providing— 
in whatever terms are necessary under 
the the 


Supreme Court decision in 


Lester case, but not in the form re- 
quired by the imaginary statute—for 
payments to the wife nine tenths of 


which are recited to be payable for sup- 
port of minor children of the husband. 
If under 


our statute the 


wife is nevertheless entitled to keep the 


imaginary 


full payment and do with it as she 
wishes, is she taxable on only one tenth? 
Such a result seems neither necessary or 
desirable. 


State’s power to shift burden 


the last-men- 
tioned hypothetical case it is entirely 


Consider also that in 


within the power of the parties to shift 
the tax burden as they see fit—with no 


other substantive effect whatsoever. If 


they say three quarters is for child sup- 
port, the wife pays tax on only one 


ions of the same court in Mandel, 229 F.2d 382, 
386 (1956) (“no part of such payments belonged 
to Edna or were for her benefit’), and Joslyn, 230 
F.2d 871, 879 (1956). (“ahother provision, how- 
ever, designated the amount which the wife was 
required to use for the support of the children”) 
(emphasis added). As noted in the preceding foot- 
note, Eisinger may also support this view. While 
the decision in Budd, 177 F.2d 198 (CA-6, 1947), 
does not deal expressly with this point, it seems 
likely that the court was thinking along these 
lines when it based its holding upon a finding that 
“a minimum of $200 per month is earmarked for 
the support of the petitioner’s minor son.” 

® See, ¢.g., Deitach, 249 F.2d 534, 536 (CA-2, 1957). 
711 JTAX 160 (1959). 
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quarter; if they say one third is for 
child support, the wife pays tax on two 
thirds; and so on. And yet, no matter 
what these words are, the wife has com- 
plete and absolute ownership of the en- 
tire payments. Such a rule seems to be 
without relation to the evident congres- 
sional purpose to tax these payments 
to the spouse having the enjoyment 
thereof (leaving aside for the moment 
whether legally enforcible enjoyment is 
required), 

At this point it may be acknowledged 
that these imaginary state statutes are 
imaginative indeed, but the point they 
serve to highlight is a vital one. Under 
the opinion of the Supreme Court in 
the it seems that the re- 
citals of the instrument are all-impor- 
tant: 


Lester case, 


actual rights and liabilities are 
irrelevant. This is certainly strange doc- 


trine. 


Legislative history 

The apparent adoption of this posi- 
tion is the more remarkable in that it 
is not called for by the legislative his- 
tory relied that Con- 
gress was seeking to eliminate the sig- 
nificance of variations in state law. But 


upon. It is true 


it was not its purpose to prevent all 
reference to local law, only to bring 
an end to the situation in which tax- 
ability depended upon essentially irrele- 
vant distinctions. Reference to state law 
is unavoidable. As was stated correctly 
and succintly by the Commissioner at 
page 31 of his “For tax pur- 
the rights and obligations of 


brief, 
poses, 
parties under a written instrument are 
determined under state law, but the ef- 
fect of those rights is a Federal ques- 
tion.” The notion that taxability may 
be determined without knowledge of 
the rights and obligations of the tax- 
payer is a difficult one. 


Uniformity sought 


In order to understand the references 
in the legislative history to uniformity, 
it is necessary to be aware in a general 
way of the pre-1942 rules governing tax- 
ability of alimony payments. As to pay- 
ments made directly by the husband 
to the wife, there appears to have been 
no question: they were not taxed to her 
and he received no deduction.§ Ques- 
tions arose, however, where the income 
was never in fact received by him, as 
where he set up an irrevocable trust the 
8 See Fitch, 309 U.S. 149 (1940). 


* Leonard, 310 U.S. 80 (1940). 
19 Fuller, 310 U.S. 69 (1940). 
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income of which was paid directly to 
her. Under such circumstances the in- 
come was normally still taxed to him 
and not to her, on the theory that he 
had the benefit thereof since it was be- 
ing used to satisfy his continuing obliga- 
tion of support.® Where, however, there 
was no such continuing obligation on 
his part, there was no reason to tax 
him on such trust income.1° In those 
states, therefore, in which the setting 
up of such a trust could operate as a 
complete discharge of the husband's 
support obligation, he could escape 
taxation on the income. In those states 
in which he had a standby obligation, 
on the other hand, he was taxed on such 
income. 

From the above it can readily be seen 
that before 1942 in at least some cir- 
cumstances the taxability of alimony 
depended upon the vagaries of state 
law. Upon reflection, it becomes appar- 
ent that this situation was undesirable, 
not for the reason that taxability de- 
pended upon state law, but because 
the state law upon which taxability de- 
pended was not truly relevant to the 
issue upon which taxability should de- 
pend. The proper question to ask is 
this: who has the beneficial enjoyment 
of the payment?‘ If it is the wife, she 
is the one to pay the tax thereon, 
whether or not she is entitled to look 
to the husband to make up any defi- 
ciencies. It was this uniformity that Con- 
gress was seeking, not a superficial same- 
ness that would exalt form over sub- 
stance. 

It cannot be denied, however, that 
Congress was unwilling to involve the 
tax collector in laborious accountings 
or factual Hence, it did not 
adopt a rule taxing the husband on 
amounts actually spent for child-sup- 
port, or on amounts that should have 
been so spent as circumstances devel- 
oped. Rather, it adopted a rule that al- 
lowed taxability to be determined from 
the terms of the controlling instrument. 
The wife was to be excused from tax- 
ation on only such amounts as the 
terms of the instrument fixed as pay- 
able for child-support. And the fixing 
had to be as a number of dollars or a 
fraction of the payment. No other form 
of “fixing” would do. 

That is a far cry, however, from say- 
ing that the instrument must be con- 
strued in a vacuum. Where an instru- 
ment relates one sixth of each payment 
to each of three minor children, for ex- 
ample, it is perfectly clear that one half 


studies. 


of each payment has been fixed by the 
terms of the instrument. The remaining 
question is whether it is “payable for 
the support of minor children.” On this 
question, there is no excuse for failing 
to consult state law. There is no other 
meaningful way to decide it. And, since 


instruments normally mean what they" 


say in the absence of some settled local 
rule of construction, no great hardship 
is involved. Some clearer expression of 
congressional intent should surely be 
required before taxability is divorced 
from actual property rights and made 
to depend upon make-believe rights. 
At this point the reader may be in- 
quiring whether the view just expressed 
does not sap the statutory word “fix” 
of all vitality. It is submitted that it 
does not. It must be remembered that 
in 1942 Congress was writing on a clean 
slate and had to consider every con- 
ceivable form of wording of the control- 
ling instrument. It would certainly not 


have been unreasonable to expect that | 


some instruments would impose upon 
the wife the obligation to spend on the 
children “that portion of each pay- 
ment as shall be necessary for their 
support and maintenance.” Under such 
an instrument, who should pay the tax 
on amounts required to be spent for 
the children? In pure theory, the hus- 
band should, since the wife is deprived 
of the benefit of such amounts. But Con- 
gress, undoubtedly moved by considera- 
tions of practicability, decreed other- 
wise. Unless the amount could be de- 
termined from the instrument itself, it 
said, the wife must pay the tax on all. 
That, it is believed, is the full thrust 


of the “fixing” requirement. 


Is form exalted? 


One interesting feature of the Su- 
preme Court's decision in the Lester 
case is that the court is not unaware 
that it would make sense for taxability 
to depend upon substance rather than 
form. Witness the following sentences 
(citations and quotation marks omitted): 
“One of the basic precepts of the in- 
come tax law is that the income that 
is subject to a man’s unfettered com- 
mand and that he is free to enjoy at 
his own option may be taxed to him as 
his income, whether he sees fit to enjoy 
it or not. Under the type of agreement 
here, the wife is free to spend the 
monies paid under the agreement as she 
sees fit. The power to dispose of income 
is the equivalent of ownership of it. 
Including the entire payments in the 
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wife’s gross incomé under such circum- 
therefore, with 
underlying philosophy of the Code.” 


stances, comports the 
If the court does really shut its eyes 
to the true (local law) meaning of the 
how in the 
that “the 

to spend the monies sees 
the naked words of 
the instrument are to control, regardless 
of their effect, what is the 
the entire quoted passage? 


instrument, world 


can it 
possibly state wife is free 
as she 
fit’? Moreover if 
relevance of 
The belief persists that, when all is 
of the court 
represents not a new and startling ap- 


said and done, the opinion 


proach to Federal income taxation, but 
merely another instance of incomplete 
expression. The decision may well mean 
no more that a direct and unequivocal 





Rent negotiated in arm’s-length trans- 
action allowed in amount claimed. Two 
parties, B and V, were interested in ac- 
quiring the stock of taxpayer but were 
unable to the money. 
rhey entered into an agreement with an 


raise necessary 
unrelated charitable trust whereby the 
trustees were to acquire taxpayer's stock, 
distribute the fixed assets as a dividend, 
and then sell the stock to corporations 
controlled by B and V. Taxpayer also 
agreed to lease the fixed assets from the 
trustees at stipulated rentals. The court 
finds it is to determine 
the reasonableness of the rentals since 


not necessary 
the amounts required to be paid by tax- 
payer in the taxable years for the con- 
tinued use of the property in taxpayer’s 
negotiated in arms- 
length transaction with adverse parties. 


business was an 
It also finds that the payments were not 
advance rentals but constituted rental 
payments for the years in issue. Ryegate 
Paper Co., TCM 1961-193. 


Operating loss allowed for kennel estab- 
lished and operated as a business. Tax- 
payer was in the business of strip-min- 
ing and deep-mining coal. In 1949 he 
decided to start raising bird dogs after 
having been told that such a business 
could he profitable. He purchased two 
dogs of proven ability and hired an ex- 
perienced trainer to conduct the kennel 
operations. In 1956, after having failed 
to produce the desired quality of dogs, 
taxpayer moved his operations to a farm 
he had orginally purchased for mining. 
Kennels were constucted thereon and an 
employee was hired to feed and exercise 


New decisions affecting individuals 


statement of allocation is a sine qua 
of tax relief for the wife. While 


such a rule seems unnecessarily narrow, 


non 


it probably will not cause incorrect re- 
sults in most cases, provided Congress 
did: in fact intend legal 
rather than expectations to be con- 
trolling. If, on the other hand, Congress 
meant the Commissioner to divide the 


obligations 


tax burden wherever he could find “a 
reasonable indication” of how the 
parties thought it should be allocated, 
then the decision will go a long way 
toward frustrating that intent. As to 
this more important question—whether 
expectations or obligations should be 
controlling—it is disappointitng that the 
opinion did not expressly resolve 


the 
conflict among the circuits. % 


the dogs. Taxpayer made numerous trips 
to the farm in order to take an active 
part in the operation of the kennels and 
maintained records of all expenses in- 
curred. In spite of the fact that over a 
ten year period expenses exceeded in- 
come, the court finds the kennel was 
not a hobby but was established and 
operated as a business. Losses from oper- 
ations are deductible. Sasso, TCM 1961- 
216. 


Chemist, studying law to qualify as pat- 
ent attorney for his employer, can’t de- 
duct fees. Taxpayer, a research chemist 
at duPont, was offered a position as 
patent chemist with the proviso that if 
he accepted such position he would be 
required to enroll in a law school at his 
own expense to obtain a law degree. He 
accepted this new position under those 
conditions. After he received his law de- 
gree he was promoted to the position 
of patent attorney. Expenses incurred 
for tuition, books, transportation, and 
meals while attending law school are 
disallowed as personal expenses. The 
court finds that the education was un- 
dertaken primarily to obtain a new posi- 
tion or substantial advancement in posi- 
tion or primarily for the purpose of ful- 
filling his general educational aspira- 
He did not undertake his law 
studies for the primary purpose of re- 
taining his salary, status, or employment. 
Hines, TCM 1961-203. 


tions. 


Interest on loan to carry annuity not 
allowed. This court disallows the inter- 
est deduction on a loan to purchase an 
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annuity on the authority of Knetsch, 
364 U.S. 361, involving identical facts. 
Taxpayers had taken out an annuity 
policy, premium $100,100, upon pay- 
ment of $100 and execution of a note 
for $100,000 to the insurance company, 
secured by the policy. Roderick, CA-5, 
6/16/61. 


Horse breeding was a business not a 
hobby, losses allowed. Taxpayer bought, 
sold, bred, raised, and exhibited horses 
during each of the taxable years. She 
gave her time, attention, and labor to 
her horse-breeding activities and also in- 
vested considerable amounts of money. 
Although she showed continuous losses 
from operations, the popularity of and 
the 
prices which they brought on sale, were 


demand for quarter horses, and 
increasing during the taxable years, and 
taxpayer was at that time developing 
one of the most popular blood lines in 
this quarter horse field—all of which 
gave her a reasonable expectation of ul- 
timately operating at a profit. Accord- 
ingly the court finds taxpayer was en- 
gaged in a trade or business with a view 
to profit and the losses sustained are 
held deductible from 


Lauer, TCM 1961-208. 


gross income. 


Cost of domestic servant not a medical 
expense. Taxpayer employed a domestic 
servant upon her physician’s advice in 
of tuber- 
culosis. The servant did all the house- 


order to avoid a recurrence 
work except cooking, and took care of 
taxpayer's baby. No nursing services or 
medical care was rendered by the domes- 
tic servant. The court holds that no part 
of the payments to the domestic servant 
constituted payments for medical care 
within the meaning of Section 213 of 
the 1954 Code. Thus, the payments to 
the servant are non-deductible personal 
expenses. McVicker, DC Calif., 6/21/61. 


Educational expenses ruled deductible 
regardless of mixed motives. Taxpayer, 
an assistant professor, promised to study 
for, and actually commenced studying 
for, the PhD degree in order to induce 
and influence his university not to give 
him notice of termination of employ- 
ment. Moreover, taxpayer continued his 
studies beyond the date on which his 
position with the university had become 
secure. It was admitted by taxpayer that 
the advanced degree would enhance his 
chances for future promotions and sal- 
ary increases. This court, in reversing 
and remanding the Tax Court, holds 





eae 288 


216 2 


The Journal of Taxation 


that taxpayer’s motive of maintaining 
his current status is paramount and that 
the educational costs were deductible as 
business expenses, regardless of the fact 
that taxpayer’s future promotions may 
be influenced by the advance degree. 
The fact that taxpayer continued his 
studies beyond the date on which his 
position became secure is immaterial be- 
cause taxpayer was morally obligated to 
continue his studies and failure to do so 
could cause the university to reconsider 
taxpayer’s desirability as a member of 
its faculty. Devereaux, CA-3, 6/19/61. 


One-half of community income earned 


October 1961 


by husband taxed to former wife. On 
September 12 of the taxable year, tax- 
payer and her former husband entered 
into a property settlement agreement 
terminating their marital “community.” 
The Commissioner holds the wife is tax- 
able on one-half of the community in- 
come earned by the husband up until 
September 12. In the absence of any 
proof on the part of taxpayer that the 
income was not community property, or 
that taxpayer and her former husband 
were not residents of a community prop- 
erty state, the court approves the Com- 
missioner’s determination. Benson, TCM 
1961-207. 


Donor not taxable on interest accrued 
to date of gift. Taxpayer made a gift of 
a note on which several years’ interest 
was unpaid. The debtor had died and 
there was uncertainty whether his estate 
was sufficient to pay the note. In the 
following year the estate made full pay- 
ment of the note and interest to the 
donee. The court holds that taxpayer 
was not taxable on the interest which 
had accrued up to the date of gift. 
There was doubt whether the note 


would be paid, and there was also the | 


possibility that legal defenses could be 


asserted by the estate. Wellhouse, DC | 


Fla., 6/5/61. 





ALIMONY AND CHILD-SUPPORT PROBLEMS: 


Money designated for child support not 
deductible as alimony. Taxpayer paid 
his wife $50 a month under a separation 
agreement which was later incorporated 
in a divorce decree “as alimony both 
temporary and permanent for the sup- 
port of their minor child.” The court 
finds that the controverted payments re- 
the 


agreement as “alimony” were made sole- 


gardless of their designation in 
ly for the support of the child and, hav- 
ing been so made, they were not includ- 
ible in the income of the wife and con- 
sequently were not deductible by the 


husband. Harris, TCM 1961-215. 


Alimony pendente lite is taxable to the 
wife. ‘Taxpayer-wife received alimony 
pendenie lite under a court order. She 
claimed the Regulations under Section 
71(a)(3) requiring inclusion in her in- 
come was an improper Statutory inter- 
pretation. The court disagrees. The com- 
mittee reports make it clear that all sup- 
port payments made under judicial sanc- 
tion fall within that section if the par- 
ties live apart. The fact that payments 
were directed by a court “order” rather 
than “decree” is unimportant. Korman, 
36 TC No. 67. 


Alimony payments required to be set 
aside for adult children are not deduct- 
ible by ex-husband. Taxpayer and his 
wife entered into a separation agree- 
men whereby the agreed to pay her 
$9,800 per year for 8 years, $7,300 for 
the 9th and $4,800 for the 10th 
year. At the same time the parties en- 
tered 


yeal 


into a supplemental contract 


whereby taxpayer’s wife agreed to set 


aside $5,000 of the payments for the 


benefit of their two adult children ($2,- 
500 each). Taxpayer's wife then obtained 
a divorce; the decree incorporated the 
payments required under the original 
agreement 
to the supplemental agreement. The sup- 
plemental agreement was subsequently 
amended to allow the wife to deduct the 
amount of taxes which were included in 
her income 


but contained no reference 


by reason of the amounts 
referred to in the supplemental agree- 
The Commissioner allowed 
payer an alimony deduction but exclud- 
ed $5,000 per year allocated to the adult 
children. Taxpayer maintained that the 
full amount of his payments should be 
deductible claiming that the supplemen- 
tal agreements were not legally binding 
since they were merged or superseded by 
the divorce decree. The court disagrees 
finding that under state law, since the 
divorce decree did not incorporate the 


ment. tax- 


supplemental agreement, the supplemen- 
tal agreement remained in full force and 
effect. ‘Taxpayer’s wife was therefore 
legally required to pay $5,000 over to 
adult and such 
would not be considerd alimony. Em- 
mons, 36 TC No. 74. 


her children, amount 


Support payments for a wife and child 
under a limited divorce decree includ- 
ible in wife’s income. Monthly payments 
to a wife by her former husband pursu- 
ant to a decree of divorce a mensa et 
thoro “as alimony and maintenance for 
herself and the minor child of the par- 
ties” for the years 1958-1960, and re- 
duced monthly payments to her “as ali- 
mony for herself alone” for the years 
1951-1955 held includible in the 
wife’s income. The decree “a 


are 
gross 


NEW CASES 


mensa et thoro” effectuates a “legal sep- 
aration” and legitimizes the living apart 
of the spouses. As such it would fulfill 
the requirements of Sections 22(k) and 
71(a) of the 1939 and 1954 Codes re- 
spectively. Furthermore, since the decree 
did not “fix” or specifically designate 
any portion of the payments for child 
support, the total amount is taxable to 
the wife as periodic alimony. Deininger, 
TCM 1961-212. 


Payments under a decree for support 
not deductible. In January 1953 taxpay- 
er was ordered to pay his wife $35 a 
week. The order provided that so long 
as taxpayer kept up payments on the 
house, taxes, and insurance, his wife had 
the sole right of occupancy and rights 
of custody of the children. Payments to 
the wife in 1955 asd 1956 pursuant to 
the 1953 decree are held not deductibie 
by the husband nor includible by the 
wife, since the decree was not one of 
“legal separation” but was essentially a 
decree for support. Payments pursuant 
to such a decree entered prior to 3/1/54, 
deductible separate 
nance payments. Owens, TCM 1961-210. 


are not mainte- 


Lump-sum alimony payable in less than 
10 years. A divorce decree provided that 
taxpayer pay $36,000 alimony to his ex- 
wife at the rate of $300 a month. The 
decree was signed July 30, 1954 and the 
first payment was to become due and 
payable August 1, 1954. Since the final 
payment would be due July 1, 1964,— 
the period of payment is less than 10 
years. The payments are not deductible 
as alimony by taxpayer. The Tax Court 
is affirmed. Furrow, CA-10, 7/6/61. 
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NEW DECISIONS ON TRAVEL AND ENTERTAINMENT DEDUCTIONS 


12% of doctor’s expense for courses 
aboard cruise ship allowed. [Acqui- 
escence| A postgraduate medical seminar 
for doctors aboard a 
cruise ship enroute to the Caribbean. 


was conducted 
A brochure, which advertised the cost of 
the trip as deductible, devoted one page 
to the medical courses and seven pages 
to the entertainment. The courses were 
given by five professors (who received a 
free trip) who normally were affiliated 
with a medical school, and the doctors 
received 25 postgraduate educational 
credits; equivalent courses were offered 
by medical schools at a smaller cost and 
in only four days. The ship was a regu- 
lar passenger cruise ship not specially 
equipped for the teaching of medicine 
and it carried passengers other than the 
doctors. Taxpayer, a doctor, took the 
cruise and deducted $1,880, the cost of 
the cruise and return trip, as an educa- 
tional expense. The Tax Court found 
that the purpose of the trip was pri- 
marily personal and allows only $232 
under the Cohan rule, since some pro- 
fessional benefit was derived from the 
courses. The court stresses that the ship 
was not specially equipped for the teach- 
ing of medicine, that equivalent cruises 
were offered at medical schools at a 
smaller cost and in four days, and that 
what taxpayer primarily sought was a 
vacation for himself. Hoover, 35 TC 566, 
IRB 1961-32. 


Bulk of travel, entertainment, club dues, 
and insurance premium disallowed. { Ac- 
escence| Taxpayer was sole proprietor 

a car-washing business. He claimed 
isiness expense deductions for (1) 
ivel expenses for a trip taken with his 
fe and children in which he visited 
various car-washing plants (the Commis- 
mer allowed part of the expense 
claimed), (2) entertainment expense and 
club dues, and (3) premiums on an in- 
surance policy on his life, taxpayer hav- 
ng retained all rights of ownership in 
policy. Taxpayer claimed the policy 

is required in connection with a busi- 
ss loan. The court (1) disallows the 
bulk of his travel expenditure as not 
business and allows 


proved expenses 


only what the Commissioner allowed 


ixpayers wife’s and children’s expenses 
not allowed), (2) allows a part of 


the entertainment expenses under the 
Cohan rule (but disallows the club dues 
as too remote from a business purpose), 
and (3) disallows the insurance premiums 
as a clear example of a personal expense 
(taxpayer’s claim that the policy was re- 
quired in connection with a business 
loan being rejected). Guglielmetti, 35 
TC 668, acq., IRB 1961-32. 


Widow’s retirement income not reduced 
by insurance payments received because 
of husband’s death. Taxpayer-widow is 
over 65 and is the beneficiary of a $10,- 
000 =U. 
policy on the life of her deceased hus- 


S. Government life insurance 
band. The policy provided for settle- 
ment of 180 equal monthly installments 
of $71. The question ruled on is whether 
the proceeds (which are tax free) reduce 
the $1,200 retirement income on which 
tax is reduced. In general, Section 37 
allows certain credits against tax to tax- 
payers receiving defined kinds of retire- 
ment income. The amount of retirement 
taken 
count is limited to $1,200 minus, among 


income which may be into ac- 
other things, any amount received as a 
pension or annuity otherwise excluded 
from gross income, not including, how- 
ever, life insurance excluded from tax. 
The IRS rules that the proceeds received 
qualified under the exclusion, $55 of 
each monthly installment being insur- 
ance proceeds, the balance (the interest 
factor) is excludible because less than 
the $1,000 additional exclusion given a 
spouse when proceeds are held by the 
the $1,200 re- 
allowance is not re- 


Rev. 


insurer. It follows that 


tirement income 


duced because of this insurance. 


Rul. 61-141. 


Reimbursed convention expenses were 
income. Taxpayer, an insurance agent, 
journeyed to New York at the company’s 
request for an insurance convention. 
He qualified to attend the convention 
(and also to take along his wife) by sell- 
ing the requisite amount of insurance, 
as determined by the company. The trip 
covered five or six days, of which one 
morning session was devoted to a busi- 
ness meeting, followed by a_ business 
luncheon. The remaining time was de- 
voted to travel, sight-seeing, entertain- 
ment, fellowship, and free time. The 


Commissioner argued that the $560 ad- 
mitted value of the all-expense paid trip 
was includible in the income of the tax- 
payer and that the expenditure was a 
personal expense, not deductible by tax- 
payer. This court, in upholding the 
Commissioner and the district court be- 
low, rules that the primary purpose 
of the trip was pleasure as an award or 
bonus given for excellence in service. 
If the trip had been purely educational, 
it might have been held at the com- 
pany’s home office in Dallas, Texas, 
rather than at a remote place, and that 
those who did not attain a high rating 
might have had the benefit of the pro- 
This 
chooses to follow the recent case of Pat- 
Thomas, and holds that the 
value of the trip is taxable income in 
full to the taxpayer. Rudolph, CA-5, 
6/27/61. 


gram at the convention. court 


terson v. 


Commissioner agrees that expenses for 
conventions held at resorts are deduct- 
ible. Commissioner of Internal Reyenue 
Caplin announces that expenses for con- 
ventions or business meetings were not 
disallowed merely because the conven- 
tion took place at a resort area. Expenses 
clearly shown to be for business pur- 
poses were allowable. Disallowances were 
made to eliminate wives’ and children’s 
expenses, expenses for side trips, vaca- 
tions purporting to be business trips, 
and for lack of 
penses incurred. IRS News Release No. 
394 (8/3/61). 


substantiation of ex- 


Shoe designer’s trip to Rome and Paris 
a proper business expense. A free lance 
shoe designer expended $1,450 on a trip 
to Europe. He left on November 26, 
1956, and returned on January 5, 1957. 
The cost of the airline ticket was paid 
in full prior to departure and his ex- 
penses in Europe were paid in cash as he 
traveled. The court allows as a deduc- 
tion only that portion of the trip which 
consisted of going to Rome and Paris 
for sketching new designs, but finds only 
$80 was spent in Paris in the first five 
days of 1957, the balance having been 
spent in 1956. Accordingly for 1957, tax- 
payer reporting on the cash basis, is al- 
lowed only $80 as expenses of his trip. 
Simanek, TCM 1961-200. 
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| Second Circuit agrees with Tax Court; 
|disallows meals and lodging of conval- 
|escent’s trip. In a seriously weakened 
|state following two major operations, 
| taxpayer, on his doctor’s recommenda- 
tion, went to Bermula for convalescence, 
by his wife. Taxpayer 
|claimed a medical deduction for trans- 
portation costs and meals and lodging 
for both of them. The Tax Court al- 
‘lowed a deduction for the transporta- 
|tion costs but disallowed the meals and 
lodging. This court affirms, relying on 
the legislative history of 1954 Code Sec- 
213(e)(1). This section expressly al- 
lows a deduction for medical transpor- 
A Congressional Com- 
mittee report is cited to show that the 
specific allowance of transportation ex- 
|penses implies that other costs, such as 
|board and lodging, were not to be de- 
|ductible. It expressly disagrees with the 
Third Circuit’s contrary opinion in 
Bilder (289 F.2d 291). CA-2, 
7/14/61. 


accompanied 


tion 


tation expenses. 


Carasso, 
| 
| 
| 
| 


| Foreclosure upon property held not 
| theft. Taxpayers claimed a deductible 
| loss from an alleged theft of equipment, 
a truck, and some funds in a 
The alleged theft consist- 
)ed of a bank's foreclosure of its chattel 


machinery, 
bank account. 


/mortgage on the tangible assets and of 
|the application of funds in the bank 
| account on the indebtedness. The fore- 
was pursuant to proper, formal 
proceedings and judicial sale, which 
| were later upheld by a state court. This 
theft argument 
and follows the general rule that for 


closure 


court rejects taxpayers’ 


purposes of tax deductions, losses from 
| theft consist only of takings and depri- 
vations in which the element of criminal 
|intent is involved. Thus, proper fore- 
\closure on property by a bank to en- 
force its security rights is not a theft 
which results in a deductible loss. John- 
son, CA-8, 6/30/61. 


DEPENDENCY 


|Father denied dependency exemptions 
| for failure of proof. Taxpayer is denied 
| dependency exemptions for his two chil- 
|dren living with his former wife on the 
| grounds that he failed to provide over 
| half of their support in 1955. In making 
his support determinations, taxpayer is 
|not permitted to use 1958 expenditures 
land then convert them to 1955 figures 
by reducing them to reflect the increase 
in the cost-of-living index. The court 
| 


also holds utilities and vacation consti- 
tute items of support, and includes in 
its computations amounts representing 
both items. Boleman, TCM 1961-198. 


Nine exemptions disallowed taxpayer 
for failure to prove dependency status. 
Taxpayer claimed nine dependents on 
his return all of which were disallowed 
by the court. An exemption for a sister 
was disallowed because taxpayer failed 
to show that scholarship funds furnished 
her did not provide more than half of 
her support. Exemptions were also 
denied for two brothers and a brother- 
in-law on grounds of failure of proof of 
over half of their support; for two cous- 
ins because they were not in the re- 
quired relationship, and did not reside 
with taxpayer; and for three relatives 
residing in American Samoa _ because 
they were nationals but not citizens of 
the U. S. Ala’ilima, TCM 1961-222. 


Dependency exemption awarded father 
for one year and mother for next two 
yeurs. A former husband and wife each 
claimed a dependency exemption for 
their minor child who resided with the 
wife during the tax years 1955-1957. The 
father pursuant to court order made 
suf'port payments for the child while 
the mother alleged she provided food, 
ins irance, clothing, medical fees, allow- 
ances, vacations, hair cuts, laundry, etc. 
and allocations of rent and utilities. The 
court finds the father furnished more 
than half of the child’s support in 1955, 
but that the mother furnished more than 
half for 1956 and 1957. For the latter 
two years the mother, being entitled to 
the exemption, is allowed claimed medi- 
cal expenses for the child. Rao, TCM 
1961-204. 


Father meets half-support test for three 
minor children. During the taxable year 
and up until August 1, taxpayer turned 
his pay checks over to his wife who 
used them to pay the household bills 
and for the support of the entire family 
including their three minor children. 
The total amount which taxpayer thus 
turned over to his wife was $1,410. After 
that date taxpayer separated from his 
wife and pursuant to court order paid 
her for the balance of the year a total 
of $700 for support. The court is satis- 
fied that taxpayer furnished more than 
half the support of his three minor chil- 
dren and holds he is entitled to their 
dependency Faust, TCM 
1961-206. 


exemptions. 
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NEW DEVELOPMENTS IN TAX ASPECTS OF 


Accounting 
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Con Edison and AAA cases seen as 


landmarks in the law of tax accounting 


by JOHN F. COSTELLOE 


That book and tax accounting should agree is frequently assumed in discussion of 


difficulties with our tax system. Mr. Costelloe disagrees; he can see the desirability 


of using estimates and in attempting to match income and expense for financial 


accounting, but for taxation, he insists, simplicity, certainty, and uniformity are the 


primary goals. He sees in the recent Supreme Court decisions a welcome reaffirma- 


tion of the annual accounting principle and a wise refusal to permit deferrals 


based on estimates. Mr. Costelloe’s view is opposed by most accountants; however, 


coming from a man long experienced in both corporate management and the 


practice of law, it deserves serious attention as representing the views of those 


dissatisfied with using conventional accounting principles as a means of determin- 


ing tax liability. 
| ee States v. Consolidated Edison 
Co. and other recent 


Court cases? throw important new light 


Supreme 


on matters of tax accounting, particu- 
larly with respect to the effects of con- 
test, cash flow, estimation supported by 
sound 


commercially accounting 


the 


prac- 


tices, and inconsistencies in de- 


termination of accruals. 


Contest 

The 
unusual not only in that the Govern- 
ment that it 
was arguing for acceleration of a deduc- 
tion rather than for postponement. The 


Consolidated Edison case was 


lost the case but also in 


Court held that a contested property 
tax was not deductible until termination 
of the contest despite earlier payment 
of the tax. 

By its the “all 
test,2 which had been thought 
inapplicable where actual payment of 


strict adherence to 


events” 


the disputed tax had been made, the 
Supreme Court in Consolidated Edison 
re-emphasized the importance of the 
principle of annual accounting for pur- 
poses of the tax law. 

Like many other landmark Supreme 
Court tax decisions, special considera- 


tions seem likely to limit its application 
and leave it with more theoretical than 
practical importance. 

There are shades of protest, not all of 
which achieve the significance of con- 
test. A protest may be merely a formal 
requirement (or supposed requirement) 
for the preservation of rights in the 
event of new developments. A protest- 
ing taxpayer—or one who files a claim 
for refund or even a protective suit— 
may have no thought of stirring up a 
contest, while a non-protesting taxpayer 
may be fully committed to bitter-end 
litigation. Because of the difficulties in- 
volved, it seems not unlikely that Con- 
solidated Edison will be narrowly con- 
strued in practice.4 Even where the de- 
cision is applicable, it may not be in- 
voked. 

Retrospective application of Consoli- 
dated Edison would result in serious 
frustration of well-founded taxpayer ex- 
pectations. Relying on Chestnut Securi- 
ties Co. v. 


United States,5 and on the 
Commissioner's evident satisfaction with 
its operation,® many taxpayers have pro- 
tested and contested tax payments, often 
letting protests for a number of years 
accumulate in order to minimize the 


costs of contest. Assertions of deficien- 
cies of tax and interest under Consolli- 
dated Edison would create hardship for 
many taxpayers and administrative diffi- 
culties for the Commissioner. It is not 
unreasonable to hope that the Commis- 
sioner will exercise his discretionary 
power to temper the impact of the 
Court’s decision on past transactions in 
this instance, as he has in many others.7 

Prospective application of Consoli- 
dated Edison might occasion incongrui- 
ties and prejudice the Federal revenues 
to the benefit of state and local rev- 
enues. It doubtless would cause many 
taxpayers to pay without contest state 
and local taxes which they might suc- 
cessfully resist, but for loss of benefits 
of deductions until contests terminated 
—thus increasing Federal tax deductions 
and decreasing Federal revenues. 

Other incongruities are foreseeable. 
Thus, the Federal Government could 
find itself in the odd position of deny- 
ing deduction for payment of Federal 
excise tax on the ground that it might 
have erred in exacting a tax which 
could not be contested until paid. 

Before Consolidated Edison, some had 
thought judicial action would establish 
that payment would normally supersede 
accrual: he who paid got a deduction 
then, despite continuing contest of his 
obligation to make payment; and he 
who received payment for services re- 
ceived income then, despite obligations 
extending beyond year-end. 


Cash flow 


Consolidated Edison 
the importance of cash flow by apply- 
ing strictly the test whether “ ‘all the 
events [have] occur[red] which fixed the 
amount of the tax and ‘determine the 
liability of the taxpayer to pay it.’ 8 
The decision rejected the view of the 
Court of Claims that from 
the debtor’s standpoint, precedes pay- 
ment and not survive it,’”® in 
preference for the statement of the 
Court of Appeals for the Second Cir- 
cuit that: 


de-emphasized 


“Accrual, 


does 


1 366 U.S. 380 (1961). 
2 American Automobile Association v. United 
States, 81 Sup. Ct. 1727 (1961); Schlude, 81 Sup. 
Ct. 1915 (1961); Milwaukee & Suburban Trans- 
port Corporation, 81 Sup. Ct. 1917 (1961). See 
also, denials of certiorari in Fifth Avenue Coach 
Lines, Inc., 81 Sup. Ct. 1915 (1961); Streight Ra- 
dio & Television, Inc., 81 Sup. Ct. 1914 (1961); 
and New Jersey Automobile Club v. United States, 
81 Sup. Ct. 1913 (1961). 
®* Treas Reg. Section 1.461-1 (1957): 

“General rule for taxable year of deduction.— 
(a) General rule—.... 

“(2) Taxpayer using an accrual method. Under 
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‘‘A payment may constitute a capi- 
tal expenditure, an exchange of assets, 
prepaid expense, a deposit, or a cur- 
and ‘[w]hen the exact 
nature of the payment is not immedi- 


rent expense,’ 
itely ascertainable because it depends 
on some future event, such as the out- 
come of litigation, its treatment for in- 
come tax purposes must await that 
event.’ "10 

In American Automobile Association 

United States,11 a majority of five 
Justices held that reporting of income 
on the basis of estimates of the prob- 


able 


experience of a taxpayer obliged 
to render service on demand failed “to 
respect the criteria of annual tax ac- 
counting’’12 even though the estimates 
were in accord with “generally accepted 
accounting principles.”13 The majority 
expressly distinguished Beacon Publish- 
ing Co.14 and Schuessler15 on the sole 
ground that in the automobile club cases 
‘‘substantially all services are perform- 
ed only upon a member’s demand and 
the taxpayer’s performance was not re- 
lated to fixed dates after the tax 
year.’ "16 By so indicating the possibility 
of distinguishing these cases (where pay- 
ment had been received) the majority 


further de-emphasized cash flow. 


Estimation, accounting, Schedule M 


he amounts of income arrived at by 
commercially acceptable accounting may 
vary widely from the amounts computed 
under the rules of law applicable to 
accrual accounting. It is common prac- 
tice, for example, to employ one method 
of depreciation for purposes of stock- 
holders’ reports and another for income 
tax returns. Similar differences exist for 
depletion, amortization and other major 
matters. In many cases, income is anti- 
cipated for book purposes where it is 
not required to be anticipated for tax 
purposes, and provisions to reserves re- 
flected in reports of income to stock- 
holders are normally not allowable as 
deductions for tax purposes. 
and other differences do 


These not 


involve any departure from a method of 


an accrual method of accounting, an expense is 
deductible for the taxable year in which all the 
events have occurred which determine the fact of 
the liability and the amount thereof can be deter- 
mined with reasonable accuracy... .” 

‘ Cf., e.g., Gunderson Bros. Engineering Corp., 17 
TC 118 (1951). 

62 F.Supp. 574 (Ct. Cl. 1945). 

e.g., G.C.M. 25298, 1947-2 Cum. Bull. 39 
(1947). 

Compare Mim. 4580, 1937-1 CB 62, with Van 
Wart, 295 U.S. 112 (1935); IL.T. 3795, 1946-1 Cum. 
Bull. 15, with Smith, 324 U.S. 177 (1945), rehear- 
ina denied, 324 U.S. 695 (1945); G.C.M. 26399, 


® See, 





accounting within the meaning of the 
Regulations.!17 The required reconcilia- 
tions of those differences are themselves 
part of the taxpayer’s accounts.1§ 

For years differences between book 
and tax results have been accepted;1® 
indeed, in some returns, the entries in 
Schedule M reconciling those differences 
number in the hundreds. Those differ- 
ences reflect to a large extent the impos- 
sibility of conducting the accounts of 
complex businesses in perfect tune with 
tax rules, 

Clerical personnel change and occa- 
sionally err; error in administrative 
and judicial action is not unheard of; 
tax rules change; and so do _ business 
management policies. The process of re- 
stating business events in accordance 
with current tax rules neither begins 
nor ends with Schedule M but rather 
starts as early as the planning stage and 
often continues through extended ad- 
ministrative proceedings which may oc- 
cur more than a decade after the plan- 
ning The 
the 


stage. taxpayer alert and 


obedient to Commissioner's and 


courts’ pronouncements may acknowl- 
edge a number of different positions on 
the same question in that span of time. 
instances Schedule M 


justments reverse the book effects of esti- 


In other ad- 
mates of the outcome of anticipated fu- 
ture events thought to be relevant for 
purposes of stating the condition of the 
business. Thus, for commercial purposes, 
accounting may well be thought of as an 
orderly system of recording and stating 
facts and estimates relating to the finan- 
cial condition of the business, taking 
into account reasonable estimates of fu- 
ture happenings, as well as accomplished 
transactions. 

On indicia of 
future events, differently oriented man- 


identical facts and 


agement and auditors can, however, pro- 
duce widely different statements of the 
financial condition of the company. The 
auditors themselves differ widely on 
whether they ought to have more severe 
disciplines—self or externally imposed— 
which would minimize such differences; 


1950-2 Cum. Bull. 8, with Sunnen, 333 U.S. 591 
(1949); and Mim. 6040, 1946-2 Cum. Bull. 155, 
with Social Security Board v. Nierotko, 327 U.S. 
358 (1946). Compare also U. S. v. Cannelton Sew- 
er Pipe Co., 364 U.S. 76 (1960), with P.L. 86-781. 
8 United States v. Consolidated Edison Co., 366 
U.S. 380, 381 (1961) (Court’s brackets) . 

® Id. at 388, quoting from Chestnut Securities Co. 
v. United States, 62 F.Supp. 574, 576 (Ct. Cl. 
1945). 

10 Jd. at 391 (1961) (Court’s brackets and italics), 
quoting from 279 F.2d 152, 156 (CA-2, 1960). 

11 81 Sup. Ct. 1727 (1961). 

12 Jd. at 1730. 
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as one of the editors of the foreign de- 
partment. This article is based on a talk 
given by Mr. Costelloe at a meeting of 
the Section of Taxation of the New York 
State Bar Association last winter.] 





but at the present time it is clear that 
management is largely responsible for 
the reported financial condition of the 
business managed, subject only to broad 
restraints of the auditors and regulatory 
agencies such as the Securities and Ex- 
change Commission. 

There is much to the view that this 
is just as it ought to be, for stockholders 
have their choice of investments, and in 
making that choice the personality of 
the management is a factor. 

The taxpayer and 
gatherer, however, leave no room for 
choice or courtship. They are locked to- 
gether so as to require the taxpayer to 
render accounts annually for the pur- 
pose of making it possible for the tax- 
gatherer to take more than half its an- 
nual income—often more than the cash 
yield of the business. 


relation of tax- 


Some years ago, Herman T. Reiling 
summed up the purpose of accrual ac- 
counting in a footnote to his Income 
Tax Problems in National Defense (29 
1044). He said, “The accrual 
basis as construed by the courts for in- 
come tax purposes is not controlled by 
an aim to correlate income and deduc- 
tions.” Jd. at 1046, n.6. 

A tax postponed forever is a tax saved, 


Taxes 


and there may be substantial increments 
to working capital, or benefit of rate or 
base preference from reporting income 
in one year rather than another. In 
this relation, estimates 


having revenue consequences can mean 


differences in 


the difference between survival and ex- 
tinction, as experience has demonstrated 
in the publishing field, where estima- 
tion was given tax consequences under 
administrative policy2° which operated 


18 Id. at 1729. 

14 218 F.2d 697 (CA-10, 1955). 

15 230 F.2d 722 (CA-5, 1956). 

16 American Automobile Association v. 
States, 81 Sup. Ct. 1727, 1729 (1961). 

17 Treas. Reg. Section 1-446-1(e) (3). 

18 Patchen, 258 F.2d 544 (CA-5, 1958), affirming 
in part and reversing in part, 27 TC 592 (1956). 
19 See, e.g., Patchen, 258 F.2d 544 (CA-5, 1958), 
rev'g 27 TC 592 (1956); Gulf Power Co., 10 TC 
852 (1948); and Fletcher, Section 481; Changes in 
Accounting Method, 18 N.Y.U. Inst. on Fed. Tax. 
161, 172 (1960). 

20 1.T. 3369, 1940-1 Cuim. Bull. 46. 


United 
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unequally between those who dared 
early and those who dared late. 

The Supreme Court early decreed that 
taxpayers generally not be led into the 
temptation of estimation.?1 

The of rules of tax 
law is to provide bases for action free 
of need or opportunity for negotiation 
or litigation, and experience teaches that 


basic function 


use of an annual accounting system re- 
quires that fixed rules be applied in- 
flexibly lest the task of determining the 
respective participations of taxpayers 
and taxgatherers in the fruits of indus- 
try, involving hundreds of billions of 
transactions, become totally unworkable. 
The only generally applicable provision 
for reserves—the reserve for bad debts— 
has probably provoked more fruitless 
controversy than any other provision of 
Administration of reserves of 
kinds insurance 
panies has required special safeguards 


tax law. 
various used by com- 
and reference to objective standards, not 
simply estimation of special circum- 
stances which must necessarily involve 
subjective and non-demonstrable factors 
of decision—not the least being the in- 
stinct for survival found in corporations 
even though soulless and legally, but 
not commercially, assured of life ever- 
lasting. 

Under an annual accounting system 
it may be practically inevitable that 


matching of income and expenses is 


not a proper goal, and that such match- 
ing is merely fortuitous and within the 
control of the taxpayer only as it acts 
to cause the formation of rights accord- 
ing to objective standards. There are 


21 United States v. Anderson, 269 U.S. 422 (1926). 
214 Dobson, 321 U.S. (1944); overruled by 62 Stat. 
991 (1948), 1954 Code, Section 7482. 
= Consolidated Edison Company v. United States, 
5 F.Supp. 881, 883 (Ct. Cl. 1955). 
Publishing Co., 21 TC 610 (1954), and 
E. W. Schuessler, 24 TC 247 (1955). 


4 American 





seacon 





Automobile United 
1731-32 (1961). Compare 
the partial relief from this decision accorded by 
Public Law 87-109. 

*% Id. at 1739. 


Association v. 
States, 81 Sup. Ct. 1727, 


Jd. at 1731-32 (citing 26 U.S.C., Section 455 
(1958 ed.) ). 
7 1.T. 3369, 1940-1 Cum. Bull. 46. 


American Automobile Association v. 
States, 81 Sup. Ct. 1727, 1731-32 (1961). 
#81 Sup. Ct. 1915 (1961). 

%° Choate, 129 F.2d 684, 686 (CA-2, 1942). 
*| Your Health Club, Inc., 4 TC 385 (1944); fol- 
lowed by the Tax Court in Schlude, 32 TC 1271, 
1280-82 (1959), rev’d, 81 Sup. Ct. 1915 (1961). 
81 Sup. Ct. 1917 (1961). 

33 283 F.2d 279 (CA-7, 1960). 

“ “The denial of a writ of certiorari imports no 
expression of opinion upon the merits of the case, 
as the bar has been told many times.” United 
States v. Carver, 260 U.S. 482, 490 (19238). 

% 81 Sup. Ct. 1915 (1961). 

% 81 Sup. Ct. 1913 (1961). 

* 81 Sup. Ct. 1914 (1961). 
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many business cycles, and they vary from 
company to company within the same 
industry. Note the auto industry, where 
the cycles range from two years up- 
wards. The athlete’s lifetime earnings 
are compressed into a short span, while 
the heir’s income may be spread over a 
long life. If the tax cycle is to conform 
to the business or natural cycle of par- 
ticular entities, new legislative tech- 
niques must be devised. Judicial proc- 
esses are not adequate to the task of 
eliminating the occasional hardship 
caused when the tax cycle differs from 
the business cycle. 

The law must be viewed as a separate 
discipline not to be effaced even in the 
area of accounting by some notion that 
accounting is law or that law is ac- 
counting.21a Particularly in view of in- 
stances where the Supreme Court has 
generated controversy in whole classes 
of cases by raising questions of fact, de- 
gree, empathy, or even plain old-fash- 
ioned sympathy or the lack of it, it is 
gratifying that the Court has in these 
cases recognized the need for assured 
bases of action in a system where the 
constant requirements of the Govern- 
ment for funds must cause such factors 
as estimation and matching to be ruled 
for the most part irrelevant. 


Consistency 

As stated above, consistency between 
the results of book accounting and tax 
reporting is not normally required. 

In recent lower court cases there has 
been some uncertainty as to the scope 
of the Commissioner's authority to at- 
tach consequences to clerical inconsist- 
ency by invoking the power asserted in 
his Regulation over changes of account- 
ing method. The recent Supreme Court 
decisions are significant in this connec- 
The Consolidated 
Edison had in early years accrued pay- 


tion. taxpayer in 
ments of contested taxes in the years of 
payment for purposes of reporting tax- 
able income, as well as for reporting to 
stockholders.?2 

In its unanimous decision allowing 
the taxpayer to accrue taxes paid in 
later years in the still later years when 
the contests with respect thereto were 
settled, the Supreme Court placed no 
reliance upon the Commissioner’s power 
with respect to changes of accounting 
methods. Moreover, by distinguishing 
Beacon and sole 


Schuessler on the 


ground that the automobile club obli- 
gations were not related to fixed dates, 
the Supreme Court indicated it might 


hold that the obligaitons involved in 
those cases could be appropriately re- 
flected in current income. The indica- 
tion of such possibility is significant 
with respect to the question of con- 
sistency, because in each of those cases 
the taxpayer had in earlier years treated 
prepaid receipts as income in the years 
of receipt, but had sought with respect 
to a later year to defer income to a still 
later year. In each case the court of 
first instance had relied on the taxpay- 
er’s inconsistency as a ground of deci- 
sion.?3 

The minority in the American Auto- 
mobile Association case would have de- 
cided for the particular taxpayer, de- 
spite some change in the accounting 
procedures employed.24 The minority 
sought, however, to minimize revenue 
consequences by urging that the Com- 
missioner could, by a charge of incon- 
sistency, deny other taxpayers the rela- 
tively favorable treatment the minority 
would have accorded to the taxpayer.?5 
This solution, which would have created 
different classes of taxpayers with great 
competitive inequalities for no other 
reason than the historical accident that 
some had dared early and others had 
later sought to emulate them, did not 
commend itself to the majority. Indeed, 
the majority adverted to the successful 
legislative efforts of publishers?6 whom 
the Commissioner would have excluded 
from favored treatment under a similar 
grandfather clause approach?? as a rea- 
son for denying judicial relief to the 
auto clubs, which had failed to persuade 
Congress that they merited relief similar 
to that reluctantly granted to publishers 
after hearing repeated arguments of 
competitive inequality.28 

Taxpayers generally can derive com- 
fort from the Supreme Court’s implied 
rejection of inconsistency as a solution. 
They might otherwise have been faced 
with assertions that the taxpayer who 
complied, however reluctantly, with an 
administrative or judicial ruling regard- 
ing the time of accrual for tax purposes 
can be bound by that ruling forever- 
more, even though discredited by higher 
authority, while the intransigent tax- 
payer goes scot-free. The curse of incon- 
sistency ought not to fall on any tax- 
payer other than the one who has of its 
own volition chosen a particular course 
of action and who, after enjoyment of 
the fruits of that choice, attempts for 
a later year to choose an alternative. 

On the day that it announced its 
decision in American Automobile Asso- 
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ciation, the Supreme Court vacated the 
judgment for the 
Schlude.*® There, a studio was 
held by the Tax Court to have received 
income in amounts which it had neither 
earned nor received, and by the Court 
of Appeals to be entitled to defer in- 
which had 


below taxpayer in 


dance 


come been received in re- 
spect of obligations extending in some 
instances as long as the lives of the 
students. The case was remanded with 
the admonition that it be considered in 
light of the decision in American Auto- 
mobile Association. Bound as it is to 
play the role of judicial moon to the 
Supreme Court’s sun,3° the court below 
can be expected to equate obligations to 
students—particularly those dependent 
upon the desire and abilities of students 
to go on dancing throughout uncertain 
lives—with the obligations of the auto 
clubs to render service on demand. On 
the other hand, it can hardly be expected 
to follow the extreme view of the Tax 
Court that a taxpayer must accrue in- 





Donor of stock taxed on dividend de- 
clared but not paid before gift was 
completed. Taxpayers were owners of 
stock in a corporation when dividends 
were declared. One day before dividends 
were to be paid, taxpayers gave certain 
shares of stock to their several children. 
rhis court holds that taxpayers are tax- 
able on the dividend under the rule of 
Helvering v. Horst. Taxpayer’s argu- 
is distin- 
guishable is rejected because in both 
cases the taxpayer had a vested right to 
receive a determined amount of fully- 
earned income. Since the taxpayers had 
a vested right to the payment after the 
dividend was lawfully declared, the divi- 


ment that the Horst decision 


dend must be included in taxpayer's in- 
come. Smith Est., CA-3, 6/30/61. 


Brokerage fees paid to sister of presi- 
dent of corporation not income to cor- 
poration. A corporate taxpayer pur- 
chased materials from suppliers repre- 
sented by a broker. When the broker 
died, taxpayer's president suggested to 
the suppliers that his sister become their 
broker. They acceded. The Commission- 
er contended that the commissions paid 
to her by the suppliers are income to 
taxpayer which was then in effect dis- 
tributed to the sister as dividends on 
stock she owned for part of the period 


in question and as interest on obliga- 


_ New accounting decisions this month 


come which it has neither received nor 
earned. 

On the same day the Supreme Court 
also vacated the judgment in Milwaukee 
& Suburban Transport Corporation,3? 
which held that the taxpayer could de- 
duct amounts of liabilities estimated in 
respect of contested tort claims,33 with 
the admonition that the case be consid- 
ered in the light of both the Automobile 
Association of America case and of the 
Consolidated Edison case. 

The court Milwaukee & 
Suburban Transport Corporation may 
be expected to see that it erred in al- 
lowing estimates of tort liabilities to 
determine current taxable income. In 
this it might take some practical if not 
technical34 comfort from the denial of 
certiorari in Fifth Avenue Coach Lines, 
Inc.35 along with New Jersey Automo- 
bile Club v. United States®6 and Streight 
Radio & Television, Inc.,37 on the same 
day as the decision of Automobile Asso- 
of America. vr 


below in 


tions of taxpayer which he owned for 
the balance of the period. The court 
holds that the influence exerted on the 
suppliers by taxpayer’s president does 
not make the commissions received by 
his sister in substance the taxpayer's in- 
come. During the pericd between the 
death of the original broker and the ap- 
pointment of the sister of taxpayer's 
president, taxpayer paid the same prices 
to its suppliers as when they were repre- 
sented by a broker. Alabama-Georgia 
Syrup Co., 36 TC No. 76 


Withdrawal of savings account results 
in receipt of income in respect of dece- 
dent. Decedent had paid $2,300 in 1944 
for prepaid installment share accounts 
in a family controlled savings and loan 
association. Thereafter, at various pe- 
riods during the years 1945 through 
1948, the association made substantial 
dividend credits to his account, calling 
them “stock” dividends. As a result of 
these dividends, decedent at the time of 
his death had total dividend credits of 
$115,000. Under the association’s by- 
laws, dividends could not be paid until 
the account matured or was surrendered 
in its entirety. A “repurchase in full” by 
the from the estate of the 
share accounts for $117,300 is held to 
constitute the distribution of $115,000 
in taxable dividends to the estate in the 


association 


Accounting * 219 


year of repurchase, to be taxed as in- 
come in respect of a decedent. Est. of 
Cooper, CA-4, 6/19/61. 


Sale interpreted as qualifying as install- 
ment. ‘Taxpayers sold ranching proper- 
ties consisting of land, personal prop- 
erty, and cattle in 1953. The cattle were 
sold in a separate transaction and the 
full purchase price was received in 1953. 
The selling price for the real and per- 
sonal properties was $158,000, and tax- 
payer was successful in showing that the 
initial payments received totaled $47,- 
000. This court holds that although tax- 
payer is not entitled to installment sales 
treatment as to the cattle, taxpayer is 
entitled to installment sales treatment 
as to the real and personal properties 
because the initial payments therefore 
do not exceed 30%, of their selling price. 
Although a particular class of property 
sold does not qualify for treatment un- 
der the installment method, the install- 
ment method may be used in reporting 
payments with respect to the remainder 
of property included in the sale pro- 
vided the conditions in the statute cover- 
ing installment sales are satisfied. Lub- 
hen, DC Calif., 6/6/61. 


Remainderman proves basis in inherited 
property. Taxpayer inherited a remain- 
der interest in real estate in 1949; he 
sold it in 1954. The Government con- 
tended that taxpayer’s basis in the prop- 
erty sold was $48,411.49, while taxpayer 
argued that the correct basis was $69,- 
201.83. This court holds that taxpayer 
proved by way of testimony and evi- 
dence that his basis in the remainder in- 
terest was $69,201.83, as contended. Wil- 
son, DC Fla., 6/19/61. 


Basis for property sold not shown; gain 
is held equal to sales price. Taxpayers 
sold five parcels of land in 1954 and 
1955. They had acquired interests in 
parcels of land by inheritance in 1935 
and interests in other parcels as remain- 
dermen under a deed of trust executed 
in 1913. The life tenants died in 1952. 
The court holds that 1935 and 1913 re- 
spectively were the proper valuation 
dates and that taxpayers failed to estab- 
lish the adjusted basis of any of the 
tracts sold. Accordingly there was no 
basis available to be offset against the 
sales price of any of the properties. 
Moore, TCM 1961-221. 


Actress fails to prove worthlessness of 
investment in unpublished story. Joan 
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Crawford acquired a story in 1948 at a 
cost of $36,000 with the idea of getting 
a producer to produce a motion picture 
based on the story with her playing the 
leading role. Her proposal to various 
studios and producers was rejected on 
the ground that the story did not pro- 
vide a suitable role for her. The story 
itself was not then rejected. Deductions 
for partial worthlessness in 1951 and 
1952 and 


agreed disallowances. 


disallowed 
the 


were taxpayer 
In 1953 


her agent attempted to sell the story to 


to 


motion picture producers without the 
that starred the 
production, but was unsuccessful. The 


condition she. be in 
court disallows a loss for complete worth- 
lessness in 1953 on the grounds of in- 
Miss Crawford had 
nor. destroyed the 
story in 1953 and still thought it to be 
good. It had not been offered to tele- 
vision and the movie producers had not 
considered it worthless. Crawford, TCM 
1961-148. 


adequate proof. 


neither discarded 


Insurance received reduced amount paid 
for stock. Two stockholders of a corpo- 
ration entered into a buy-sell agreement 
The 
provided that each would carry insur- 


covering their shares. agreement 
ance on the other. Upon the first death, 
the survivor would buy decedent’s stock, 
using the insurance proceeds in part, and 
would receive the policy on his (i.e., the 
survivor’s) life. The court finds that the 
cash surrender value of the policy. on 
the survivor's life reduced the amount 
paid by the taxpayer-survivor of -pur- 
suant to the agreement. The basis on 
subsequent sale is computed accordingly. 
Storey, DC Ky., 4/21/61. 

Depreciation allowed predecessor 
In 1927, 


cessor became “lessee” of a building; 


re- 
duces basis. taxpayer's prede- 
the purchase of its interest was financed 
in part by land trust certificates. On its 
1927 to 1944, 


taxpayer computed depreciation on the 


income. tax returns from 


remaining life of the building, and not 
the leasehold, using as a basis the por- 
tion of the total purchase price al- 
locable to the building. After acquiring 
the predecessor’s assets in a tax-free re- 
organization, taxpayer obtained the fee 
to the property. Taxpayer paid for the 
fee, in part, by applying certain land 
trust certificates to the purchase price. 
It adjusted the basis of the property 
by adding the amount paid to redeem 
the land trust certificates. To the extent 
that the depreciation claimed by tax- 
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payer on the basis so adjusted included 
an amount claimed by its predecessor, 
the Commissioner disallowed the deduc- 
tion. This court affirms the disallowance. 
The court does not determine whether 
taxpayer and its predecessors were the 
owners of the building for tax purposes. 
Taxpayer is estopped from showing 
otherwise in view of substantial 
benefits obtained previously by depre- 
ciating the building as an owner. Build- 
ing Syndicate Co., CA-9, 7/31/61. 


tax 


Informer who did not receive at least 
80% of total fees in year denied “spread 
back.” Taxpayer received informer’s fees 
for information furnished by him to 
Pennsylvania with regard to escheatable 
funds. In neither 1952 nor 1953, the tax- 
able years involved, did the fees received 
amount to as much as 80% of his total 
informer’s fees of $85,000 actually re- 
ceived over the years 1952 through 1955. 
Accordingly, he was not entitled to the 
“spread back” relief provisions. The 
Tax Court is affirmed. Melnick, CA-3, 


if 61: 


Antitrust divestiture not involuntary 
conversion. Under a civil antitrust de- 
cree taxpayer was required to divest it- 
self of the assets of subsidiaries which 
had been acquired in violation of the 
antitrust laws. Taxpayer argued this was 
an involuntary conversion on which gain 
should not be recognized. The court dis- 
agrees. An antitrust decree is not a con- 
demnation by the Government since the 
Government is not taking the property. 
Behr-Manning Corp., DC Mass., 7/21 
61. 


Valuation of trade name upheld. Tax- 
payer is the corporate .successor of a 
company. which, in 1916, acquired a 
cigar business,. along with two brand 
names, from a partnership. When the 
“Henrietta” 
1952 for $700, taxpayer claimed a capi- 
tal loss deduction of $149,300. This fig- 
ure was based on taxpayer’s argument 
that the value of the Henrietta name 
was $150,000 in 1916. The Commissioner 
argued that the value of the brand name 
1916, and the Tax Court 


split the difference and computed allow- 


brand name was sold in 


was zero in 
able deductions accordingly. This court 
says that there is sufficient evidence in 
the record to justify the Tax Court’s 
valuation and that the taxpayer's alter- 
native contention, that additional capi- 
tal loss was incurred in the sale of in- 
tangibles other than the trade name, was 


incorrect because only the trade name 
had been sold. Webster Investor’s, Inc., 
CA-2, 6/9/61. 


CAPITAL GAINS 


Partnership held land as investment. A 
partnership acquired an 80-acre tract of 
land. It made no improvements except 
providing water and sewer lines. The 
property was never offered for sale, and 
the partners were never active in real 
estate. Several years later they were ap- 
proached by real estate developers, and 
at the request of the developers they 
subdivided the tract into residential lots 
which they sold in five separate trans- 
actions. The court holds the property 
was held by the partnership for invest- 
ment and not for sale. The gain is capi- 
tal gain. Blackburn, DC Tex., 7/31/61. 


Ordinary loss on stock of supplier. Tax- 
payer is the publisher of the Milwaukee 
Journal. Because newsprint was difficult 
to obtain at O.P.A. ceiling prices in 
1946;gtaxpayer acquired 40% of the stock 
of a paper mill for $600,000. At the 
same*time if-éntered into a contract for 
newsprint to be furnished by the mill. 
In 1950 the stock was sold for $200,000. 
Taxpayer treated the $400,000 loss as an 
ordinary loss on the theory that the 
stock was acquired only to obtain sup- 
plies for its business. The court accepts 
this treatment, allowing the ordinary 
loss deduction for 1950 reduces taxpay- 
er’s excess profit credit for 1951 through 
1953. The court holds, however, that the 
Government may not recoup the excess 
profits tax deficiencies for those years in 
this action. Its remedy for 1951 is under 
the provisions of Section 
1311. The other years are still open un- 
der the statute of limitations. Journal 
Company, DC Wisc., 7/11/61. 


mitigation 


Maryland “ground rent” reserved not 
part of gain from sale. In Welsh Homes, 
((CA-4, 279 F.2d 391, aff'd 32.TC 239,) 
taxpayer-builder assigned an interest in 
improved realty located in Maryland, 
subject to a ground rent. Under Mary- 
land law, at any time after 5 years, the 
purchaser could redeem the ground rent 
by paying its capitalized value; he was 
not obligated to do so. The court sus- 
tained taxpayer’s view that the capital- 
ized value of the ground rent was not 
includible in the amount of gain real- 
ized. The court held the assignment was 
not a mortgage, taxpayer conveyed only 
a leaseho'd interest in the 


property; 
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ground rent was a reversionary interest 
in the property retained by taxpayer. 
However, the IRS’ computation of the 
gain (ratio of leasehold value over sum 
of such value and ground rent value 
times taxpayer's cost of land and build- 
ing) was upheld. The IRS has now an- 
nounced that it will follow this decision. 
Sut because the transaction did not 
represent a mortgage transaction, . the 
eround rents are not deductible as in- 
(Under certain circumstances 
they could constitute Section 162 busi- 
ness expenses.) Accordingly, the Regula- 
tions under Section 163 will be amend- 
ed and take effect after the date of this 
announcement. TIR No. 328 (7/21/61). 


terest. 


Jury finds property not held for sale in 
ordinary course of business. During a 
period of three years, taxpayers sold 
various interests in real estate. The jury 
found that these interests sold by tax- 
payers were not held by them primarily 
for sale to customers in the ordinary 
course of a business. Thus, the profits 
realized were capital gains rather than 
Kalmutz, DC Fia., 


ordinary income. 


5/24/61. 


Producer has some ordinary income, 
some capital gain on termination of 
[Acquiescence| ‘Tax- 
payer, a motion picture producer, and 


movie contracts. 
his partnership entered into two agree- 
ments with Paramount to produce 11 
motion pictures. After 9 of the 11 pic- 
tures had been produced, taxpayer and 
the 
For this Paramount paid taxpayer $153,- 


Paramount terminated agreement. 
000 and taxpayer released Paramount 
from all obligations to produce the re- 
maining two pictures and from making 
any further payments to taxpayer under 
the excess gross receipts provisions. At 
about the same time, taxpayer bought 
the two unproduced pictures from Para- 
mount for $500, one of which was later 
sold for $15,000. Taxpayer sought capi- 
tal gain treatment for both the receipt 
of $153,000 and the sale of the unpro- 
duced movie. With respect to the $153,- 
the Tax Court that the 
amount was not a return of capital but 


000, ruled 


merely a substitute for receipts that 
would have been included as compensa- 
tion for services rendered if received 
under the original agreements. Accord- 
ingly, the $153,000 is ordinary income. 
The court found that the unproduced 
motion picture story sold by taxpayer 
was a capital asset and that its ‘sale re- 


sulted in capital gain. The court re- 


jected the Commissioner’s contention 
that the acquisition by taxpayer of the 
movie was a “bargain sale” in connec- 
tion with the termination agreement 
and was, therefore, additional compensa- 
tion to him for past services. The trans- 
action was at arm’s length and taxpayer 
and his partnership assumed all remain- 
ing obligations under the writers’ con- 
tracts. Holt, 35 TC 588, acq., IRB 1961- 
$2. 


War claims payments not capital gain. 
Taxpayer purchased a claim against Ger- 
many for World War I damages. As part 
of the international agreement, Ger- 
many issued bends to the United States 
to secure the payments due individuals. 
Taxpayer received payments on the 
claim and contended they were capital 
gain under Section 1232(a)(1) as retire- 
ment of bonds of a government. The 
Tax Court holds the payments ordinary 
income. The bonds in question were is- 
sued by the government of Germany to 
of the United States 
and not to taxpayer. The payments to 


the Government 


taxpayer were not in retirement of any 
evidence of indebtedness. Graham, 36 


TC No. 64. 


Busy and successful doctor held to be a 
busy and successful real estate dealer. 
1951, 
practicing physician, purchased numer- 
ous properties in Florida and California, 
either in an individual capacity, in 
joint ventures with other persons, or as 


Commencing in taxpayer, a 


a member of and/or trustee for various 
syndicates. Numerous sales of the prop- 
erties were made in the years 1952-1959. 
Properties were purchased as others were 
sold, and in some cases’ the sales were 
made to finance new purchases. In the 
taxable years in issue, 1955 and 1956, 
taxpayer realized substantially more in- 
come from his dealings in property than 
from his practice of medicine. The 
court ‘finds taxpayer occupied himself 
with the properties to such an extent 
that he was, in fact, a dealer in real es- 
tate as well as a doctor of medicine. 
Gains on the sales were therefore ordi- 
nary income. Mathews, TCM 1961-213. 


No gain or loss on exchange of certain 
treasury obligations. In accordance with 
Section 1037 the Secretary of the Treas- 
ury has declared that no gain or loss 
shall be recognized upon the exchange 
of 25% percent Treasury Notes of Series 
A-1963 due 2/15/63, or the 214 percent 
Treasury Bonds of 1959-62 due 6/15/62, 
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solely for the 354 percent Treasury 
Bonds of 1967 issued at par, or upon 
the exchange of the 214 percent Treas- 
ury Bonds of 1959-62 due 12/15/62, sole- 
ly for the 354 percent Treasury Bonds 
of 1967 issued at 100.30 percent of their 
face value. Gain or loss, if any, upon the 
obligations surrenderd in exchange, will 
be recognized upon the disposition or 
redemption of the new obligation. Rev. 
Rul. 61-138. 


Heirs allowed capital gains on sale of 
subdivided land. Taxpayers, in 1948, in- 
herited a 52-acre tract of land which 
they wanted to sell. From 1948 to 1953 
there were only three isolated sales of 
small portions; in that year they turned 
the property over to a real estate firm 
which subdivided and improved the lots. 
The cost of these improvements was 
minor as compared to the value of the 
tracts and was advaneed by the realty 
firm on taxpayer's notes. The entire sell- 
ing activity and full control of the prop- 
erty was in the realty firm; taxpayers 
merely signed the deeds when the tracts 
were sold. The court finds that the lots 
were not held primarily for sale to cus- 
tomers in the ordinary course of tax- 
payer’s trade or business and’ the gain 
on the sale of the lots is capital. Tax- 
payers’ primary objective was to dispose 
of the lots and at no time were they 
personally engaged nor had any inten- 
tion of engaging in the real estate busi- 
ness. Estate of Mundy, 35 TC No. 72. 


DEPRECIATION 


Taxpayer can depreciate cost of paving 
city-owned road. [Acquiescence] Taxpay- 
er owned a warehouse at the end of a 
dead end street. The local government, 
which probably owned the road, refused 
to pave the road leading to the ware- 
house; owners of property adjoining the 
road, including taxpayer, contributed to 
the paving of the road. The court holds 
that the payment was a capital expendi- 
ture depreciable over a 20-year period. 
The paving cost is a necessary and in- 
tegral part of taxpayer’s business opera- 
tion, even if, as the Commissioner con- 
tends, the fee to the road was owned 
by the municipality. D. Loveman and 
Son Export Corp., 34 TC 776, acq., IRB 
1961-32. 


Granite quarrier’s gross income from 
mining defined as attributable to pro- 
duction of rough blocks. Taxpayer was 
engaged in the integrated businesses of 
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quarrying granite in the midwest, and 
the into 
ments and building stone. Even though 
taxpayer and other midwest quarries 
sold small percentage of 
rough block granite, most of the gran- 


manufacturing same monu- 


a_ relatively 


ite produced in the U.S. was marketed 
in rough blocks. The court holds gross 
income from mining for purposes of 
percentage depletion is to be based on 
the gross income from production of 
blocks 
aboard railroad cars or trucks for ship- 


rough granite when loaded 
ment from its quarry sites, and not, as 
contended by taxpayer, on sales of the 
finished product. Melrose Granite Co., 


TCM 1961-197. 


No “bonus” depreciation for assembled 
grain bins. Taxpayer-farmers purchased 
prefabricated grain bins. Parts for the 
bin were delivered prefabricated and as- 
sembled on the ground. The assembled 
bin rested upon cement blocks which in 
turn were placed upon, but not cement- 
ed to, a gravel or concrete foundation. 
‘The bin was anchored to the ground by 
guy wires and had a ventilating fan at- 
tached to its underside. It was cumber- 
some and not adaptable for shifting 
location to another. Under 
179, 
trust, may elect in the first year a 20% 


from one 


Section taxpayers, other than a 


depreciation allowance for tangible per- 
Sec- 
IRS 
per- 
Sec- 
tion 179 additional depreciation. It is 


sonal property, in addition to the 
tion 167 regular depreciation. The 
rules that the bin is not “tangible 
sonal property” so as to qualify for 


an inherently permanent structure on 
land and constitutes part of the 
proved realty. Rev. Rul. 61-142. 


im- 


Useful life of master house plans deter- 
Upon from CA-4 to 
determine the proper rate of deprecia- 


mined. remand 
tion of 25 master house plans which had 
been dropped from a brochure of 125 
of such plans (but were still selling), the 
court finds that their useful life was five 
years. Est. of Johnson, TCM 1961-205. 


ACCOUNTING METHODS 


Loss or confiscation of slot machines not 
allowed. Under an Iowa statute prohib- 
iting the owning of slot machines or 
other gambling devices, a number of slot 
machines owned by taxpayer were con- 
fiscated. Taxpayer deducted the loss that 
he sustained on the confiscation of these 
machines. The court disallows the loss 
To the deduction 


deduction. allow 
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would frustrate the state policy against 
owning gambling devices. The confisca- 
tion by the state was similar to a fine or 
penalty. The fact that taxpayer had paid 
the Federal taxes on these gambling de- 
vices was immaterial. Hopka, DC Iowa, 
7/5/61. 


Correcting erroneous accrual is change 
of accounting method; permission re- 
quired. Taxpayer, in the general con- 
tracting business, was on the accrual 
basis. Payments.-for work done retained 
by clients until completion of jobs were 
accrued by taxpayer as income. in the 
year the work was done. Without per- 
mission, taxpayer discontinued this ac- 
crual. It contended there was no change 
from the accrual basis but merely the 
correction of an erroneous accrual. The 
Tax Court holds the change cannot be 
made without permission. The old meth- 
od had been consistently used for many 
years. The change sought was substan- 
tial and with such adverse effects on the 
revenues as to require permission. 
Wright Contracting Co., 36 TC No. 65. 


Obligation to pay minimum percentage 
of profits as bonus is accruable. Tax- 
payer-employer, on an accrual method, 
adopted the plan of paying its employ- 
ees, after the close of its taxable year, 
bonuses in an aggregate amount of not 
less than 2% nor more than 3% of its 
profits. The plan provided that the 
bonuses would be paid no later than 
2% months after the year ended. The 
employer notified the employees as a 
group prior to the close of its year. Un- 
der the plan the percentage of the bonus 
fund exceeding 2% cannot be deter- 
mined until the following year. The 
IRS rules that the bonuses based on 2% 
of the profits are accruable and deduct- 
ible for the year to which they relate 
subject to their being “reasonable.” All 
the events have occurred during the fis- 
cal year determining the fact and mini- 
mum amount of taxpayer’s liability. De- 
livery of an individual notice to each 
employee of the percentage of the total 
amount accrued is unnecessary. How- 
ever, taxpayer is not legally obligated to 
expend amounts exceeding two percent 
of profits; accordingly, such excess, if 
any, is deductible in the following year. 
Rev. Rul. 61-127. 


Common carrier cannot accrue esti- 


mated liability for tort claims. Follow- 
ing Consolidated Edison Company of 
New York, 61-1 USTC, para. 9462, and 


the companion case of American Auto- 
mobile. Association, 61-2 USTC, para. 
9517, this court rules that it is improper 
tax accounting for a common carrier to 
accrue estimated liability for tort claims 
growing out of the operation of its 
transportation facilities. Milwaukee & 
Suburban Transport Corporation, Sup. 
Ct., 6/19/61. 


*Prepaid membership dues are income 
in year received. Taxpayer, a national 
automobile club, operating a non-stock 
membership corporation, received as its 
primary source of income, dues paid one 
year in advance. Taxpayer reported the 
dues as income ratably over the twelve 
month membership period and that por- 
tion of the dues attributable to months 
occurring beyond the year of receipt 
were treated as unearned or deferred in- 
come. Further, certain operating ex- 
penses were treated as prepaid member- 
ship costs and deducted ratably over the 
same period of time. This court upholds 
the Court of Claims decision that spread- 
ing the income ratably over two calcn- 
dar years without regard to correspond- 
ingly fixed individual expense or per- 
formance of services by taxpayer is an 
accounting practice which may be re- 
jected by the Commissioner. Further- 
more, the intent of Congress was made 
clear when, in 1954, it enacted Sections 
452 and 462, and quickly repealed them. 
Congress, in Section 455 has seen fit to 
permit only publishers to defer receipt 
of income. Hence, taxpayer must recog- 
nize in full in the year of receipt the 
dues paid to it by its members. Ameri- 
can Automobile Association, Sup. Ct., 
6/19/61. 


Dancing studio cannot defer accrual of 
fees to subsequent year. Based on the 
authority of the companion case, Ameri- 
can Automobile Association, the per 
curiam opinion rules that taxpayer's 
dancing studio cannot defer the accrual 
of fees which applied, in part, to instruc- 
tional services to be rendered in a year 
following the receipt of the fees. 
Schlude, Sup. Ct., 6/19/61. 


Tax Court allows taxpayer with accrual- 
basis books to file cash-basis returns. 
[Acquiescence] Prior to 1953, taxpayer, 
owner and operator of a hospital, had 
kept its books and filed its returns on an 
accrual basis. Taxpayer’s business was 
such that it had many bad debts, and as 
its business increased, it became more 


dificult to determine what accounts 
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uncollectible. For this 
and other reasons, taxpayer requested 


receivable were 


and obtained permission to change to 
the cash basis. Taxpayer and the Com- 
missioner agreed on the terms and con- 
ditions of the change. Although tax- 
payer filed returns on the cash basis for 
subsequent years, it continued to keep 
its books on an accrual basis. The Code 
provides that a taxpayer shall file re- 
turns in accordance with the method of 
accounting regularly employed in keep- 
ing taxpayer’s books. Accordingly, argued 





the Commissioner, taxpayer must con- 
tinue to file returns on the accrual basis. 
The Tax Court disagreed and held that 
taxpayer may file on the cash basis. Tax- 
payer met the conditions set forth by 
the Commissioner in his approval of the 
change and, by making certain adjust- 
ing and closing entries, taxpayer’s books 
and records correctly reflected cash-basis 
income. Seven dissenting judges argued 
that Section 41 requires taxpayer to file 
returns in accordance with the method 
used in its books, the accrual method, 
and that this requirement cannot be 
waived by the Commissioner. St. Luke’s 
Hospital, Inc., 35 TC 236, acqg., IRB 
1961-32, relates only to the issue of the 
imount of accounts receivable as of 12/ 
31/52 which are properly excludable 
from the 1953 income. 


BAD DEBTS 


Bad debt deduction for partial worth- 
lessness disallowed in absence of charge- 
off. A taxpayer who did not employ the 
reserve method for bad debts is disal- 
owed a bad debt deduction based upon 
partial worthlessness of unidentified 
wccounts receivable described as “‘doubt- 
ful of collection.” There was no evi- 
ence of any entry on the books credit- 
ng any amount to specific accounts re- 
ceivable. Berlin, TCM 1961-194. 
Deduction disallowed for “doubtful” ac- 


counts. Taxpayer, an attorney, made 
clients. He 
that felt doubtful 
bout collecting. The court disallows the 
that 
Other de- 


ductions claimed were not substantiated, 


advances to deducted 


( ish 


| 


lose amounts he 


deductions. There is no evidence 


the debts became worthless. 


either as to payment or proximate rela- 
tionship to business. Hearn, 36 TC No. 


6Y 


Worthless loan made by employee to 
hold job was a business bad debt. Tax- 
payer was an employee of two corpora- 


tions and was required, from time to 
time, to make loans to the companies 
as a condition of his employment. Even- 
tually, taxpayer’s refusal to make a cer- 
tain loan to his employer-corporation 
caused the taxpayer’s dismissal. Taxpay- 
er settled his claims against the compa- 
nies for considerably less than the ad- 
vances he had made, and he deducted 
the losses on the loans as a “business” 
bad debt. The court holds that the Com- 
missioner and the Tax Court were in- 
correct in treating taxpayer’s losses as 
“non-business” bad debts. In view of the 
fact that the loans were made by an 
employee to his employer in order to re- 
tain his job, they were created in con- 
nection with a taxpayer's trade or busi- 
ness, and the losses thereon are deduct- 
ible in full as business bad debts. Trent, 
CA-2, 6/9/61. 


Bad debt not proven. In 1929 taxpayer 
received a demand note made by his 
brother in part payment for a family 
business. In 1930 taxpayer endorsed the 
note and sold it to his sister. The fam- 
ily business went bad and taxpayer made 
payments on the note commencing in 
1941, the final payment being made in 
1949. 


bad debt deduction for the face amount 


Taxpayer sought a non-business 


of the note for the year 1949. The court 
denies the deduction holding that there 
is no showing that taxpayer’s brother 
was unable to pay the note or that a de- 
mand was ever made for him to pay it; 
taxpayer failed to show the existence of 
a valid and subsisting debt which be- 
came worthless in 1949. Broido, 36 TC 


No. 78. 


Author-stockholder has some ordinary 
loss and some capital loss on uncollect- 
ible advances to corporations. [Acqui- 
escence| Taxpayer, a dictionary pub- 
lisher and author, made various advances 
to a financially distressed corporation of 
which he was a principal shareholder. 
The advances became uncollectible, and 
taxpayer claimed a business bad debt 
The 


down 


deduction (ordinary Tax 


the 


loss). 
Court broke advances into 
three categories. The first was evidenced 
by a “registered” promissory note trans- 
ferable on the books of the corporation. 
Accordingly, said the court, this was a 
worthless security that could be deduct- 
ed only as a capital loss. The court 
allowed a business bad debt deduction 
for the second group of advances on the 
ground that the bankruptcy of the cor- 


poration would have been a severe blow 
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to taxpayer's professional reputation and 
prestige. The corporation was formed by 
taxpayer to provide him with a ready 
publishing outlet for his own works and 
to enhance and exploit his reputation 
as a writer. The third series of advances, 
having been made when the corporation 
was virtually bankrupt, was deemed to 
have been a contribution to capital 
rather than a loan. Taxpayer could not 
reasonably expect repayment other than 
possible future corporate earnings. Funk, 
35 TC 42, acq., IRB 1961-32. 


WHAT IS INCOME? 


Dealer’s reserves should have been ac- 
crued in income; election under Adjust- 
ment Act of 1960 untimely. Taxpayer's 
income from a partnership dealing in 
automobiles is 


reflect in- 


come from the partnership derived from 


increased to 


the dealers reserve account on the books 
of a finance company through which 
the partnership discounted commercial 
paper. Since the partnership elected to 
charge off its bad debts specifically, the 
court rejects taxpayer’s contention that 
because of the partnership’s contingent 
liability to the finance company with 
regard to 
the 
count were 


the discounted 


the 


defaults of 


paper, credits to reserve ac- 


valueless. Furthermore, the 
court holds taxpayer’s attempt to raise 
an issue concerning the applicability of 
the provisions of “The Dealer Reserve 
Income Adjustment Act of 1960” is un- 
timely. Two months elapsed between 
the enactment of the legislation and the 
trial during which time taxpayer filed 
no motion for leave to: amend the peti- 
tion as is permitted by the regulations. 
Brown, TCM 1961-214. 


Payments to cooperative by members 
were income, not capital contributions. 
Taxpayer, a retail grocers cooperative, 
received payments from its members in 
the 
withdrawal 


form of initiation fees, deposits, 
and 


These 


fees, transfer fees, 


monthly dues or assessments. 
items are held consideration for services 
rendered by the cooperative, and thus 
are includible in gross income and do 
not constitute capital contributions. 


United Grocers, Ltd., DC Calif., 5/8/61. 





*kjndicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 














224 ¢ The Journal of Taxation 


October 1961 


CORPORATE & PERSONAL PROBLEMS IN 


Taxation of compensation 


EDITED BY JOHN P. ALLISON, LL.B. 





Chrysler case flags pitfalls in carrying 


insurance on retired employees 


by I. JEROME O’CONNOR 


One of the newer fringe benefits is life insurance for the retired employee. In the 


recent Chrysler case, the taxpayer presented an ingenious argument for the immedi- 


ate deduction of the entire liability it foresaw for each retiring employee. In dény- 


ing this, the Tax Court (affirmed by the Sixth Circuit) approved the deductibility 


of annual premiums. Mr. O’Connor extends the discussion to consider the effect on 


the employee as well, under both group term and group permanent plans. 


A* EMPLOYER is entitled to deduct 
as ordinary and necessary business 
expenses, the amount of premiums paid 
by it for life insurance coverage on its 
employees, if (a) the insurance is for 
the benefit of the employees, (b) it is 
additional compensation, and (c) the 
cost of such coverage is not unreason- 
able when considered with the total 
compensation of such employees. The 
employer may deduct such premiums 
whether the coverage is ordinary life 
or group life and whether it is term 
or permanent. It has also been held 
that retired employees may be con- 
sidered employees for purposes of the 
deduction for premiums paid to provide 
group life insurance benefits for such 
retirees.1 

It is of course necessary that the 
premiums be determined on an actuari- 
ally sound basis and represent the actual 
cost of providing the benefits to the 
employees. When dividends arise from 
the favorable experience of the insurer 
under a particular group life policy, 
they are considered a refund of premi- 
ums previously paid and are taxable 
income when receivable by the em- 
ployer. 

It is obvious that the Internal Rev- 
enue Service would not allow an em- 
ployer to control its income and deduc- 
tions by an arrangement with an in- 
surer under which premiums grossly 
in excess of the cost of benefits were 
charged and under which dividends or 
other amounts representing such excess 


were held by the insurer in special non- 
insurance reserves for the benefit of the 
employer. Gross premiums paid unde 
such arrangement would not represent 
life insurance premiums for which a 
legitimate business expense deduction 
could be claimed. In brief, an employer 
would be allowed a deduction only for 
the payment of true life 
premiums. 


insurance 


If an employer provides group term 
insurance coverage for its employees 
and the employer is on an accrual ac- 
counting basis for Federal income tax 
purposes, the employer will be allowed 
a deduction for premiums only in the 
taxable years in which such premiums 
become due and payable under the 
terms of the policy. An accrual-basis 
employer cannot “prepay” in one tax- 
able year, and claim a deduction for 
such payment, premiums which will be 
due and payable in future years.2 A 
term insurance 
quires that 


policy ordinarily re- 
premiums be paid cur- 
rently to cover the specified term; in 
this respect the provisions of the group 
term policy as to premium due dates 
will determine when the accrual-basis 
employer may claim a deduction. 

We see therefore that an accrual basis 
taxpayer Carrying group term insurance 
is limited to a deduction of his pre 
miums as they accrue. The Chrysler 
case (33 TC 843, aff'd 287 F.2d 643, 
CA-6) dealt with an attempt to obtain 
a deduction for the entire amount of 
coverage of retired employees in the 


year the taxpayer agreed to a contract 
with its union requiring this benefit. 

In 1950 Chrysler agreed to a five-year 
union contract which required it to ex- 
tend its existing group term insurance 
to cover its retired employees and those 
who would retire during the life of the 
contract. Each retired employee re- 
ceived from $500 to $1,000 coverage 
depending on his length of service. 

As of December 31, 1951, the com- 
pany recorded in its books a liability 
of $1.4 million “Accrued Provision for 
Free Life Insurance.” This was its esti- 
mate of the anticipated cost of life 
insurance under this contract. Of this 
total some $566,000 was the total face 
amount of insurance taken out for em- 
ployees already retired. The company 
claimed the $566,000 as a deduction and 
in litigation also argued in the alterna- 
tive that the entire $1.4 million should 
be allowed. 

The method of calculation of the an- 
nual premium throws light on the com- 
pany’s argument that the face amount 
of the insurance coverage was its lia- 
bility. Chrysler under its policy paid 
an estimated premium monthly; at the 
end of the year this was adjusted to 
equal the actual claims incurred by rea- 
son of the death of covered employees, 
both active and retired, plus service 
charge and other costs. 

In litigation the taxpayer made an- 
other shift and conceded that the entire 
$566,000 was not applicable to 1951 
since it included the coverage on em- 
ployees who had retired in 1950. Its 
final position on its employees already 
retired was that it should be allowed 
in 1951 some $311,000, the face amount 
of insurance on the lives of the 382 
employees who retired in 1951. 

The Tax Court summed up the tax- 
payer’s argument as being that it be- 
came unconditionally obligated, at the 
retirement of these employees, to pay 
this total death benefit at the date 
of death of each, sometime in the 
future. The Tax Court saw no such 
liability. Under the terms of the union 
contract all the company did was to 
agree to take out insurance and keep 
it in force in accordance with the terms 
of the labor contract. The fact that the 
premium method adopted depended on 
actual claims did not impose any addi- 
tional liability on the taxpayer. 

Furthermore, it said, there were sever- 
al contingencies involved; the policies 
might be cancelled by the company if 
coverage dropped. 








[f. Jero 
the Jol 
ance Ci 
sistance 
ney on 
ment ¢ 
tion of 





The 
conting 
alterna 
liabilit 
those € 
of the 

In it 

“Thi 
tioner’ 
course 
ment ¢ 
tioner’ 
tors bi 
accrua 
to be « 
tireme 
any li, 
the lil 
retiren 
active 
total ¢ 
to be ; 
putatii 
contin 
would 
his de 
affecte 
It wor 
the ti 
petitic 
gener: 
petitic 
And | 
upon 
ployee 
in an 
and \ 
putati 
ture.” 

If ¢ 
the tc 
group 
tired 
woulc 
for th 
since 
lowed 
becon 
terms 

Wo 
an il 
group 
Sectic 
Code 


mess ( 





—— 





I. Jerome O’Connor is Tax Counsel of 
the John Hancock Mutual Life Insur- 
ince Company. He acknowledges the as- 
sistance of John M. Youngquist, attor- 
ney on the Tax Staff of the Law Depart- 
ment of the company, in the prepara- 
tion of this article.) 





[he court saw even more significant 
contingencies when it turned to the 
argument that the entire 
liability for both retired employees and 
those expected to retire during the life 
of the contract should be deductible. 

In its opinion the Tax Court stated: 

“The crucial factor involved in peti- 


tioner’s 


alternative 


actuarial computation is of 
course the probability of actual retire- 
ment of an active employee under peti- 
tioner’s retirement plan. All other fac- 
tors being present with respect to the 
accruability of the amount here sought 
to be deducted, absence of an actual re- 
tirement would prevent the accrual of 
any liability. As we view the situation 
the likelihood or probability of actual 
retirement of any one of petitioner's 
active employees or a proportion of its 
total employees is so contingent as not 
to be a proper subject for actuarial com- 
putation. For instance, an employee’s 
continued retirement 
would necessarily depend upon at least 
his domestic 


employment to 


situation itself is 


affected by a myriad of contingencies. 


which 


It would depend upon his seniority at 
the time of layoffs by his employer, the 
petitioner. It would depend upon the 
general economic welfare not only of 
petitioner but of the country as a whole. 
And last, but not least, it would depend 
upon the individual whim of the em- 
ployee himself. The contingencies latent 
in any such computation are so many 
and varied as to relegate such a com- 
putation to the sphere of pure conjec- 
ture.’’3 

If Chrysler had prepaid in one year 
the total expected premiums under the 
group term policy on account of re- 
tired employees, it is doubtful that it 
would deduction 
for the total amount of such prepayment 


have been allowed a 


since an accrual-basis 


taxpayer is al- 
lowed to deduct premiums only as they 
become due and payable under the 
terms of the policy. 

Would total gross premiums paid to 
an insurer by an employer under a 
group life policy be deductible under 
162 of the Internal Revenue 


Code as an ordinary and necessary busi- 


Section 


ness expense if such premiums include 


amounts which are applied to fund an 
actuarily-determined reserve for life con- 
tingencies with respect to retired em- 
ployees? 

If the policy premium is actuarially- 
based upon the expected current year 
cost of life insurance benefits for both 
active and retired lives and does not 
create any excess funding, the employer 
should be entitled to claim a business 
expense deduction for the full amount 
of premiums paid under the policy 
irrespective of the amounts which are 
applied to fund benefits for active em- 
ployees and for retired employees. 


Employee exclusion 

There was no issue in the Chrysler 
case of the taxability to retired em- 
ployees of the premium paid by Chrys- 
ler. However, since the employees were 
to receive a completely vested right to 
insurance upon retirement, a question 
might have arisen as to taxability if 
Chrysler had in fact purchased some 
type of permanent insurance coverage 
for retirees. 

Would the amount of employer-paid 
premiums applied. to provide life in- 
surance benefits for retired employees 
be includible in the gross income of the 
respective retired employees when paid 
by the employer, or would such amounts 
be excludable from the gross income 
of the respective retired employees un- 
der the exception specified in Section 
1.61-2(d)(2) of the Federal Income Tax 
Regulations (regarding the excludabil- 
ity of employer-paid premiums for 
group term life insurance coverage on 
employees)? 

If the policy provides for continuing 
group term life insurance coverage for 
retired employees on a yearly-renewable 
term employer-paid premiums 
would not appear to be includible in 
the gross income of such retired employ- 


basis, 


ees for Federal income tax purposes. 
As pointed out above, it makes no 

diflerence with respect to the employer 

deduction for premiums paid whether 


1 Adolph G. Rosengarten, 1 TCM 872 (1943). 

2 Likewise, an accrual-basis employer cannot prop- 
erly accrue dividends, which may be receivable 
under a policy, prior to the taxable year in which 
such dividends are declared by the insurer. See 
Commissioner v. O. Liquidating Corp., 19 TCM 
154, rev’d by Third Circuit on June 14, 1961, 61-2 
USTC para. 9508. 

3 Query—If a mathematical computation could be 
made by the use of accepted actuarial principles 
covering all contingencies involved, would the 
amount so determined be allowed as an accrued 
deduction? It would appear that it should be. 

4 Mim. 6477, 1950-1 Cum. Bull. 16. 

5 Mim. 6477, above. 
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the coverage for employees is on a 
“term” or a “permanent” basis. How- 
ever, with respect to the question of the 
exclusion of employer-paid premiums 
from the gross income of covered em- 
ployees, it is essential that the coverage 
be group term insurance if the em- 
ployees are not to be taxable on the 
employer-paid portion of the premiums. 
Section 1.61-2(d)(2) of the present Feder- 
al Income Tax Regulations (relating to 
the definition of “gross income’’) con- 
tains the following rule: 

“Generally, life insurance premiums 
paid by an employer on the lives of his 
employees, where the proceeds of such 
insurance are payable to the benefi- 
ciaries of such employees, are part of the 
gross income of the employees. How- 
ever, premiums paid by an employer 
on policies of group term life insurance 
covering the lives of his employees are 
not gross income to the employees, even 
if they designate the beneficiaries.” 

This rule has been strictly applied 
under the Federal income tax law since 
1920. 

Distinctions drawn_be- 
permanent life 
insurance and group term life insur- 
ance for 


have been 


tween so-called group 
purposes of 


whether employer-paid 


determining 
premiums are 
taxable to employees. The IRS view ap- 
pears to be that ¢erm insurance provides 
only current coverage without any addi- 
tional benefits. Any type of insurance 
that provides for paid-up reserve values, 
or is detemined on a single-premium or 
level-premium reserve basis, is con- 
sidered to be permanent insurance by 
the Internal Revenue Service.4 We are 
aware of no tax rulings which have con- 
sidered whether or not group term in- 
surance could be “paid-up” in advance 
still 
insurance. 


and retain its characterization as 


term The existing rulings 
indicate the Internal Revenue Service's 

the concept of 
must be _ strictly 
limited to current coverage only, and 


position to be that 
“term insurance” 
that any types of coverage which pro- 
vide will be considered to be 
The Internal Revenue 
Service has recognized that if an em- 


more 
“permanent.” 


ployee is provided with coverage which 
is considered to be permanent insurance, 
he will not be taxable on the employer- 
paid premium if his rights to such cov- 
erage are forfeitable in the event of the 
termination of his employment. 

In order for an employee to have 
group insurance coverage and not be 
taxable on the employer-paid portion 
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of the premium, such coverage must be 
provided under a group term policy. 
Paid-up or over-funded reserves should 
be avoided, and of course no permanent 
types of benefits such as cash or loan 
values should be available under the 
terms of the policy. If under a group 
term policy premiums to provide bene- 
fits for a particular class of employees 
within the group (e.g., retired employ- 
ees) are paid in advance by the em- 
ployer, the Internal Revenue Service 
might well hold that such coverage for 
employees was “permanent”; in such 
case retired employees would then be 
taxable on employer-paid premiums un- 
less it could be established that their 
benefits were in some way forfeitable. 
A policy providing life insurance cov- 
erage for retired employees will present 
the least risk of adverse Federal income 
tax consequences if it is a group term 
policy with premium payable on a cur- 
rent basis. Any features of prepayment 
of cost with respect to retired employ- 
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ees should be avoided. If an employer's 
collective bargaining agreement requires 
that retirees be given vested rights to 
insurance coverage, it is essential that 
coverage be provided on a term rather 
than a permanent insurance basis if the 
risk of the taxation of premiums to re- 
tired employees who are covered is to 
be minimized. 

There should be no adverse tax con- 
sequences in applying current dividends 
toward premiums for retired employees, 
as long as the premium rate and the 
dividend formula are established on a 
sound auctuarial basis so that the pre- 
miums paid and dividends received by 
the employer accurately reflect the cost 
of the coverage provided. 

If these guide-lines are followed with 


respect to a group term life insurance 


policy, premiums paid should be de- 
ductible by the employer and exclud- 
able from the retired employees’ gross 
income for Federal income tax pur- 
poses. w 


New compensation decisions this month 





Pension trust for union agent was for- 
feitable; he is not taxed. [Acquiescence] 
A local union deposited various sums in 
1955, 1956, and 1957 in a nonqualified 
pension and retirement trust for tax- 
payer, its business agent. Normal retire- 
ment would occur in 1959, but illness or 
age could force it to occur earlier. Tax- 
payer’s beneficial interest in the trust 
during the taxable years 1955-57 was 
held by the Tax Court to be forfeitable; 
hence the amount contributed to the 
trust was not includible in his income. 
Che court reasoned that during the years 
1955-57 taxpayer was not entitled to any 
benefits from the trust and furthermore 
might never benefit because his services 
might be terminated before retirement. 
Coppola, 35 TC 405, acq., IRB 1961-32, 
in result only. 


Original stock issued to promoters is 
taxable as compensation. For services 
rendered by taxpayers in aiding in the 
financing of a mining venture, assisting 
in clearing with state authorities the sale 
to the public of the corporation’s stock, 
attracting private capital, -and assisting 
in the securing of an underwriter for the 
public sale of the stock, the principal 
organizer transferred to taxpayers 240,- 
000 shares of the corporate stock. Tax- 
payers also received $12,000 in commis- 
sions from private sales of the stock 


prior to the public offering. The court 
finds the 240,000 shares received con- 
stituted taxable compensation for serv- 
ices rendered. They were not received 
as alleged by taxpayers, in exchange for 
mining claims transferred to the corpo- 
ration, since they owned none of the 
claims which the corporation received 
for the original issuance of its stock. The 
fair market value of the shares is found 
to be 50c a share, the price at which they 
were sold in the taxable year. There 
was no absolute restriction on the sale 
of the stock, but only a restrictive ar- 
rangement that sufficiently small amounts 
should be offered for sale at any one 
time. This was for the purpose of main- 
taining the market value thereof to the 
mutual benefit of taxnayers and the 
principal organizer, and had no bearing 
upon the fair market value when tax- 
payers received the stock. 
TCM 1961-188. 


Mailloux, 


Pre-retirement death benefit held only 
incidental to pension plan. Since the 
primary function of pension plans is to 
provide retirement income, the IRS will 
not qualify plans which provide more 
than incidental pre-retirement death 


benefits. The plan here ruled on pro- 
vided a pension for the widow and 
minor children of an employee who dies 
prior to retirement age. The widow’s 


benefit is paid until death or remarriage, 
and each surviving child not over age 18 
is paid a benefit until age 19. These 
benefits are based on the employee's “an- 
ticipated retirement income” or that 
pension which he would have been en- 
titled to at normal retirement date. The 
beneficiaries receive a designated per- 
centage (limited to 100%) of the antici- 
pated retirement income. The IRS rules 
that the above death benefits are “inci- 
dental” under the Regulations of Section 
401 and the plan’s qualified status is pre- 
served, The benefits generally would not 
exceed those that would have been pay- 
able under typical retirement income 
contracts. Rev. Rul. 61-121. 


Moving expenses reimbursed by new 
employer are compensation. ‘Taxpayer, 
salesman for a manufacturer, lived in 
New York. One of his employer's dis- 
tributors lost all its salesmen and it was 
agreed that taxpayer would go to Cali- 
fornia to work for the distributor on a 
trial basis. During the trial period, tax- 
payer agreed to make his new employ- 
ment permanent. The expense of mov- 
ing his family and household possessions 
The court 
holds this is taxable. Where an individ- 


was reimbursed taxpayer. 
ual enters into a new employment, reim- 
bursed moving expenses are compensa- 
tion. This is not a case of transfer from 
one place of employment to another by 
the same employer. Vandermade, 36 TC 
No. 63. 


Payments to officer’s widow was neither 
compensation nor salary continuance 
payments; deduction disallowed. In 
1950, at the time of the death of its 
president, taxpayer, a closely held insur- 
ance agency, started payments of $50 a 
week to his widow and continued such 
payments through 1957. Up to 1956 the 
payments were designated as gratuities. 
That year, after an Agent questioned 
their pay- 
ments, taxpayer designated them as offi- 


being salary continuation 
cer’s salary, and in 1957 charged them 
to commission expense. The court finds 
the 1956 1957 
qualify as compensation earned, and tax- 
payer’s failure to characterize them as 
salary 


and payments cannot 


continuation payments to the 
widow was not due to error but sup- 
ports the conclusion that the terminal 
date for the salary continuation pay- 
ments had been reached prior to 1956. 
The payments are therefore not deduct- 
ible as business expenses. Davis Co., 
TCM 1961-209. 
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NEW DEVELOPMENTS IN 


Taxation of farmers 


EDITED BY JACK R. MILLER 





Circuits conflict on changing method 


of accounting for 1231 livestock 


by WILLARD G. BOWEN 


With the recent Ekberg and Little cases, the Eighth and Ninth Circuits line up 


against the Fifth to deny a unit-livestock-method taxpayer the right to omit raised 


breeding animals from inventory. Since the result is to limit the amount of capital 


gain on their sale, the issue is of great importance. Mr. Bowen analyses these recent 


cases and the alternatives open to a farmer on the unit-livestock method. 


HEN THE Lewis case came down in 
Wis (251 F.2d 128, CA-5) it was 
very good reading for farmers and ranch- 
ers—it held that taxpayers using the 
unit-livestock-method of inventorying 
were not required to apply that method 
to raised animals held for draft, breed- 
ing or dairy purposes. Now, two new 
cases take the opposite stand, Ekberg 
(CA-8, 6/21/61) Little (CA-9, 
7/7/61). 

These two cases are the latest chapter 
in the long-continued story of the IRS 
fight to limit capital gains on the sales 
of draft, dairy and breeding animals. 


and 


For many years prior to 1949 the Com- 
missioner held that to qualify for capi- 
tal gain animals must have been used 
for draft, breeding or dairy purposes for 
substantially their productive life; that 
only animals sold in a reduction of the 
breeding herd qualified for capital gain 
treatment; animals culled were not to be 
considered as capital assets. These re- 
strictions, imposed by I.T. 3666 (1944) 
and I.T. 3712 (1945) led to a series of 
court cases and taxpayer victories begin- 
ning with the Albright case (173 F.2d 
339, CA-8) in 1949. The Government re- 
fused to acquiesce in these cases, and in 
1951 Congress amended Section 117(j) 
(now Section 1231) to include “. . . live- 
stock, regardless of age, held by the tax- 
payer for draft, breeding, or dairy pur- 
poses, and held by him for 12 months or 
more from the date of acquisition.” 


Farm accounting methods 


After the change in the law the con- 
test between the IRS and the taxpayer 
shifted to methods of accounting as the 


IRS tried to restrict its benefits. 

A new farm operator has a choice of 
the cash or accrual method of account- 
ing. Unlike other industries, he may 
choose the cash method even though in- 
ventories are an important income-pro- 
ducing factor. If the accrual method is 
elected, inventories may be valued at 
cost, the lower of cost or market, farm- 
price method, or unit-livestock method. 

While the inventory method may 
tend to spread the taxable income more 
evently over the years, the cash basis has 
great advantages for other reasons. Farm- 
ers may regulate their sales to fall in the 
taxable year of their choice; and at the 
death of a cash-basis taxpayer, the value 
of raised crops and livestock escapes all 
income taxation. 

Also, and most significant under the 
law as changed in 1951, since all costs of 
raising are fully deductible in the year 
paid, raised animals have a zero basis 
for capital gains. 

The farm-price method values farm 
products (including livestock) at market 
value, less direct selling and transporta- 
tion cost. The unit-livestock method pro- 
vides for valuation of different classes of 
animals at a constant unit price for each 
animal within the class. The prices se- 
lected theoretically approximate the cost 
of raising the animal to the class at 
which it is inventoried. 

The Regulations provide that a farm- 
er electing to the unit-livestock 
method must apply it to all livestock 
raised, whether for sale or for draft, 
breeding or dairy purposes. Purchased 
animals may be included in inventory, 
at cost, or treated as capital assets sub- 


use 
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ject to depreciation when mature. 
Although the law provides for a 


change of accounting method, as a prac- 
tical matter the Commissioner has re- 
fused to grant a change to the cash ba- 
sis since the decision in the Albright 
case, except as to applications filed dur- 
ing the first 90 days of 1954. This means 
that taxpayers using the inventory meth- 
od do not receive the full advantage of 
capital gains unless they change their 
taxable entity (e.g., proprietorship to 
partnership) and obtain the right to a 
new election. 

That is to say, obtaining the right to 
a new election is their only hope of get- 
ting full capital gains on proceeds of 
sale of raised animals if the Regulations 
are valid. Lewis, Ekberg and Little all 
turn on the validity of the Regulations. 

In Lewis, the Fifth Circuit stated that 
the 1951 amendment to Section 117(j) 
(Section 1231) made it clear that live- 
stock held for breeding purposes is prop- 
erty used in the trade or business and 
the taxpayers were not required to in- 
clude them in an inventory or to use a 
unit-livestock-price method to determine 
the cost basis of animals sold. The court 
recognized this decision would treat cash 
method and unit-livestock-method tax- 
payers in the same way as to breeding 
stock and felt this was Congressional in- 
tent. 

The lower court, in the Lewis case, 
had held (1) that breeding herd animals 
were Section 117(j) property and “could 
not be the subject matter of an inven- 
tory and .. . should never have been in 
the inventory in the first place,” (2) the 
portions of Reg. 111, Section 29.22(c)-6 
which required inclusion in inventory of 
raised animals held for draft, breeding 
or dairy purposes were invalid and (3) 
their removal from inventory did not 
constitute a change of accounting meth- 
od, but merely corrected an error caused 
by the 
Regulations. 


Commissioner’s own _ invalid 

Shortly after the Lewis decision, the 
Fifth Circuit decided Carter (257 F.2d 
595) which in the farm-price- 
method of inventory as applied to pur- 
chased breeding stock. The court held 
that its decision in Lewis should be con- 
fined to the facts of that case and that 
it had no application to purchased ani- 
mals. 


»Ilved 


The major issues involved in Ekberg 
and Little, as in Lewis are (1) whether 
or not raised animals held for breeding 
purposes must be included in inventory 
where the taxpayer has elected the ac- 
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crual (unit-livestock) method, (2) wheth- 
er the elimination of such animals from 
inventory is a change of accounting 
method, and (3) if so, does such change 
require prior approval of the Commis- 
sioner. 

The point of the whole controversy 
concerns the amount of the sales price 
which qualifies for capital gain treat- 
ment--all of it, or the amount in excess 
of the inventory value. Effectively, the 
unit-price values used by taxpayers in- 
crease ending inventory (or decrease de- 
ductible expenses) and produce ordinary 
taxable income. Then the excess of sell- 
ing price over basis is taxed as capital 
gain, the amount depending on the as- 
signed unit prices. 


The Ekberg case 

The Ekberg case involves purebred 
Aberdeen Angus cattle, valued at $70 
per head in the year of birth, with no 
additional increments to that value. For 
the years 1951 and 1952, the taxpayer 
attempted to reduce the basis of his 
breeding animals to zero by omitting 
them from ending inventory. This was 
1954, he re- 
moved breeding heifers from inventory 


not permitted. Then, in 
and began to depreciate the $70 unit 


value over a six-year life, without sal- 
vage value. This process was repeated 
for 1955 and 1956. Presumably sales of 
breeding stock after 1953 were reported 
as capital gain in the excess of selling 
price over depreciated cost. 

The Internal Revenue Service refused 
to permit the removal from inventory; 
the taxpayer paid the tax and sued for 
re‘und in the district court in South 
Dakota. 

Largely upon the authority of Lewis, 
the trial court found that the taxpayer 
did change his method of reporting in- 
come, but only to the extent of trans- 
ferring breeding animals from inventory 
to the depreciation schedule; and that 
this did not require the Commissioner’s 
consent. It also found that the taxpayer 
had the right to depreciate the animals 
and that the taxpayer thereby achieved 
approximately the same tax treatment 
accorded a cash-basis taxpayer. 

The decision of the trial court was re- 
versed by the Eighth Circuit. Taxpayer 
Ekberg contended that he was entitled 
to remove his breeding stock from in- 


ventory and achieve a zero basis because 


¢ October 1961 


the policy behind Section 1231(b) (3) 
was to provide broad tax benefit for 
breeding-livestock raisers; and _ that 
Regulations 1.471-6(f) requiring inclu- 
sion of breeding animals in inventory 
was rendered obsolete by the Revenue 
Act of 1951 (the earliest specific statu- 
tory authority for claiming capital gains 
on breeding livestock). 

The Circuit Court decided that the 
Regulations were not invalid noting 
that they had been in effect some seven 
years prior to the 1951 Act, so that the 
taxpayer “at the inception of his busi- 
ness was not denied the opportunity of 
making a considered and meaningful 
choice of available options.” It was 
brought out that the election was made 
after issuance of I.T. 3666 in 1944. This 
ruling, mentioned above, outlined the 
Commissioner's position on the qualifi- 
cation of breeding stock, whether raised 
or purchashed, for the benefits of Sec- 
tion 177(j), so that the taxpayer could 
have considered this in making his in- 
itial election. The opinion noted that 
to the extent, if any, it was in conflict 
with the decision in Lewis, it disagreed 
and did not follow it. 

The Ekberg case quoted sections from 
the opinion of the Fifth Circuit in Car- 
ter which could lead to the conclusion 
that the latter case squared with the 
facts of Ekberg. In fact, there is no cor- 
relation since Carter involved only pur- 
chased animals, as to which there is no 
regulation requiring inclusion in inven- 
tory. 

The final significant point in Ekberg 
is depreciation. The taxpayer, on ap- 
peal, argued that depreciating or ‘‘amor- 
tizing” the unit values over a period of 
time was a less drastic method of cor- 
recting the erroneous inclusion of breed- 
ing stock in inventory than removing 
the animals from the closing inventory 
of a particular year. The Eighth Circuit 
Court also pointed out that true depre- 
ciation is not allowable on inventory 
livestock. 

While there is prior authority, So- 
Relle, (22 TC 474) and Frost, (28 TC 
1118) that, once included in inventory, 
breeding animals may not be removed 
and depreciated, there is no doubt that 
“true depreciation” is applicable to 
breeding animals, once the depreciable 
basis is validly established. 


The Little case 

This: case involves raised breeding 
sheep and cattle; taxpayer had, in 1942, 
elected the unit-livestock-method. For 


the year 1951 the taxpayers reported as 
gain on breeding animals (in the normal 
manner), excess of proceeds over inven- 
tory value. In a claim for refund based 
on a carryback loss they reported the full 
sales price as capital gain. They omit- 
ted the animals sold from ending inven- 
tory. The Internal Revenue Service re- 
duced the opening inventory by remov- 
ing the animals later sold and also re- 
duced the gain on the sale of breeding 
stock in the same amount. The Tax 
Court upheld the Commissioner, and 
finally the decision was affirmed by the 
Ninth Circuit Court of Appeals. 


Same issues in both cases 


It is readily apparent that the same 
issue is involved as in Lewis and Ekberg. 
The taxpayers based their method of 
reporting on the following assertions: 

1. Breeding stock is not properly in- 
cludible in inventory, since it is Section 
117(j) property. 

2. Such animals were included in in- 
ventory because of an improper and ar- 
bitrary requirement in the Regulations. 

3. Election to use the unit-livestock- 
price method was made prior to those 
Regulations and at a time when the 
Commissioner had not yet recognized 
breeding livestock as Section 117(j) prop- 
erty (therefore taxpayers did not have ‘a 
“considered and meaningful choice”). 

4. The basis provisions of the Internal 
Revenue Code are not determinative of 
this controversy because if the Commis- 
sioner’s Regulations had not (improper- 
ly) required raised breeding animals to 
be included in 
would be zero. 

5. Section 117(j) does not support the 
discrimination 


inventory, the basis 


between cash-basis and 
accrual-basis taxpayers that follows from 
the Commissioner’s position. 

6. Inventory animals should be al- 
lowed to remain in opening inventory 
to be deducted against ordinary income, 
thus correcting the error of including 
such values in ordinary income in prior 
years. 

Neither the Tax Court nor the Ninth 
Circuit was impressed by argu- 
ments made by Little. The Tax Court 
held that the taxpayers must use the ad- 


these 


justed inventory value at the beginning 
of the year as a reduction of selling 
price in computing capital gain. There 
was nothing to convince it, the court 
said, that this was an improper method. 

In affirming the Tax Court’s Little 


decision, the Ninth Circuit held that 


the taxpayers were attempting to use a 
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hybrid system of accounting while the 
Commissioner, properly, required a sin- 
gle unified system. The court felt that 
the capital-gains advantages sought by 
the taxpayers were not theirs as a mat- 
ter of right; because the Regulation con- 
ferred such rights on cash-basis taxpay- 
ers did not render it arbitrary or dis- 
against tax- 
payers. (The Ninth Circuit consistently 
referred to a “cost method” or “cost sys- 
rather than “cash basis” which is 
normally used.) 

An interesting statement made by the 
lax Court in Little regarding the unit- 
livestock-method breeding 
animals is that ““The amount taken in- 
to inventory in any year is available as 

basis when culls are sold and is also a 


criminatory accrual-basis 


tem” 


and raised 


basis against which to compute deprecia- 
tion while the animals are used for 
breeding purposes.” (Emphasis supplied.) 
If that were true, it would be a sizeable 
advantage to accrual-method taxpayers. 
Unfortunately for taxpayers, the Tax 
Court has previously held that such a 
procedure was not allowable (SoRelle 
and Frost, supra). Incidentally this re- 
mark was quoted by the Eighth Circuit 
in Ekberg with no disapproval. 


Summary 
\t the present time it appears that 


the 
Eighth and Ninth Circuits may not omit 


unit-livestock-method taxpayers in 
from inventory raised breeding animals, 
while those in the Fifth Circuit may do 
so. The other major area of vast live- 
stock operations is the Tenth Circuit, 
and it is anticipated that a case involv- 
ing the same issue may soon be tried 
there. The taxpayers in both Ekberg 
and Little yet have time to apply to the 
United States Supreme Court for cer- 
tiorari. 

While it is true that taxpayers may 
ipply for permission to change account- 
ing methods, the Commissioner has for 
many years refused to allow accrual 
basis ranchers and farmers to change to 
the cash basis for a variety of reasons. 
The most recent known refusal was for 
the reason that the cash basis would not 
properly reflect income. Such reasoning 
is dificult to understand when the cash 
basis has been an acceptable method for 
farmers over a long period of time. 

Another alternative is to make a 
change of entity which permits a new 
election. This may not always be feas- 
ible from a business standpoint, but 
seems to be the only way to accomplish 


a change to cash basis reporting. 





Gain on sale of cooperative associations 
certificates was capital. The taxpayer 
owned retained or revolving-fund cer- 
tificates issued by citrus growers coopera- 
tive associations. These certificates repre- 
sented part of the proceeds of the sale 
of crops of patrons retained by the co- 
operative. After holding the certificates 
for more than six months, the taxpayer 
sold the certificates and reported the 
gain on the sale as capital gain. The 
Government asserted that the gain repre- 
sented ordinary income to the taxpayer. 
This court holds in favor of the tax- 
payer, saying that the retained or re- 
volving-fund certificates represented risk 
capital and were identical in character 
to shares of common stock in the co- 
operatives. Massey, DC Fla., 3/21/61. 


Allocation of patronage dividends of 
Farmers Cooperative. The taxpayer ap- 
pealed from a decision of the Tax Court 
that patronage dividends allocated to 
members should be included in the co- 
operative’s gross income to the extent 
that they arose out of (1) compensation 
received by the cooperative from the 
Commodity Credit Corporation for 
handling and storing grain which mem- 
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bers and non-members of the coopera- 
tive had surrendered to the Commodity 
Credit Corporation in satisfaction of 
Government crop loans, (2) compensa- 
tion received from non-members other 
than the Commodity Credit Corpora- 
tion, and (3) compensation received from 
members for grain storage. This court 
affirms the Tax Court as to issues aris- 
ing out of grain stored by the Com- 
modity Credit Corporation and non- 
members, but reverses as to the storage 
profit on grain stored by members of 
the cooperative. This court says that 
there is no requirement that a patron- 
age dividend given a member be based 
upon the profit made on his particular 
transaction. It is sufficient that the 
profits arising from the members’ busi- 
ness are equitably prorated among the 
members who have transacted business 
with the cooperative. Since the tax- 
payer’s grain business is an integrated 
business, the cooperative was held to be 
entitled to treat its grain department as 
a unit for the purpose of allocating to 
members their equitable share of the 
profits in the business they provided. 
Pomeroy Cooperative Grain Co., CA8, 
3/20/61. 





Mortimer CApuLin, Commissioner of 
Internal last 


program is 


Revenue announced 
that “Our audit 
being expanded to 


month 
include many 
groups never examined before, and 
we intend, therefore, to invest a 
good part of our time henceforth in 
what may be regarded as ‘less pro- 
ductive” fields. We 


spread and reasonable audits of this 


believe wide- 
nature will (a) strengthen confidence 
that the tax laws are being applied 
across-the-board without favor and 
that our fellow citizens are paying 
their fair share of taxes; and (b) en- 
courage greater numbers of taxpay- 
ers to report income and deductions 
more accurately. A careful study is 
now being made to plot our future 
audit classification program. 

“We are refining and hope to ex- 
tend the concept of ‘quality audits.’ 
A study, spearheaded by a group of 
top agents from different parts of the 
country, was recently completed to 





Commissioner announces new audit program 


establish “Minimum Audit Standards 
for Revenue Agents.” Naturally, this 
will not result in financial audits of 
the type made by certified public ac- 
countants. Yet, for the first time, the 
Service will have available carefully 
prepared standards, geared to differ- 
ent types of returns, to serve as 
guides to agents in making quality 
audits. They will not restrict the use 
of initiative, but will form a_ base 
from which an examining officer can 
develop the examination more effect- 
ively and efficiently. 

“To permit agents sufficient scope 
to develop those cases which should 
be developed—including those with | 
fraud aspects—we are taking a series } 
of steps to eliminate the statistical 
approach in evaluating agent per- 
formance. New emphasis is being 
given to broader and more sophisti- 
cated with 
greater reliance on the sound judg- 
ment of supervisors. 


evaluation standards, 
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A practitioner’s guide to making 


a good settlement within the IRS 


by RICHARD D. HOBBET and J. BRUCE DONALDSON 


At each stage, as a case moves through the Internal Revenue Service the prac- 


titioner is faced with alternative ways of proceeding. The authors review the options 


and offer sound practical advice on making choices, particularly when the goal is 


a fair settlement without, if possible, the cost and delay of litigation. 


ange of a tax contest is not a 
simple matter and gives a skillful 
practitioner ample opportunity to em- 
ploy a variety of tactics and deal with 
a number of persons at different levels 
in the Internal Revenue Service. Ordi- 
narily if there is to be a contest over a 
return the first opportunity to settle is 
with the Revenue Agent during his 
audit. However, sometimes the Commis- 
sioner by-passes all the normal pre-assess- 
ment procedures by stretching his au- 
dit for immediately assessing deficien- 
cies due to mathematical errors. An ex- 
ample of this, common several years ago, 
involved the dividend credit! which was 
limited by statute to 4% of taxable 
income. If the taxpayer’s capital gains 
were substantial and if taxpayer used 
the alternative capital gaiz: computation 
of tax the Commissioner took the posi- 
tion that the entire gain should be ex- 
cluded in determining the taxable in- 
come which was the basis for the four 
per cent limitation. At best the statute 
gave room for argument that such re- 
sult was intended by Congress. Tax- 
payers who did not follow the Com- 
missioner’s position were well within 
the plain language of the statute. Yet 
the Commissioner’s position was en- 
forced by immediate assessments under 
the guise of correcting mathematical 
errors. 

In this manner the Commissioner 
foreclosed the ordinary remedies of tax- 
payer. The assessments cut off use of 
administrative appeals within the In- 
ternal Revenue Service as well as use of 
the Tax Court. Two procedures were 
available. Taxpayer could bring an ac- 
tion in Federal district court to enjoin 


the collection of the assessment on the 
grounds that it was illegal.2 This would 
not necessarily result in a determination 
on the merits; if the court determined 
that the assessment was illegal without 
deciding whether it was erroneous the 
taxpayer might have been forced to 
begin a new suit in the Tax Court or 
district court to establish the correctness 
of his position. 


Settling with the Agent 


But aside from this unusual’ proce- 
dure by the Commissioner, the first op- 
portunity to settle a tax controversy is 
with the Revenue Agent during the 
course of his audit of the return. The 
use of the word “settle” may be mislead- 
ing in this context because the Revenue 
Agent has no authority to do anything 
other than adjust the return to conform 
with the Commissioner’s position on 
the various issues. However, many tax 
contests turn on questions of fact and 
the Revenue Agent is the principal fact- 
finding agency employed by the Internal 
Revenue Service. This gives him some 
discretion in the settlement of cases. 
For example, if there is a question con- 
cerning the reasonableness of salary 
allowances, the Revenue Agent can ad- 
just his findings in order to reach an 
agreement with the taxpayer as to what 
is a reasonable allowance. This may in- 
volve some give or take by both the tax- 
payer and the Revenue Agent and 
therefore represent a settlement in every 
sense of the word. Determination of 


useful life and salvage value in depre- 
ciation issues, valuation of inventories, 
reasonableness of a bad debt reserve, 
and other issues of this type are suscep- 


tible of similar types of settlement at 
this level. 

In some cases a taxpayer is well ad- 
vised to do his own negotiating with the 
Revenue Agent. The Agent may become 
defensive or suspicious should a lawyer 
appear on the scene at this point in 
the administrative processes. In other 
cases, perhaps if the Agent is unsure of 
himself, or unduly impressed by lawyers, 
negotiation by a lawyer may be distinct- 
ly better. This is a judgment decision 
which must be made ich case, but 
clearly it is a good idea for the taxpayer 
to be well advised of his legal rights and 
to be aware of what types of dispositions 
courts make of similar issues before com- 
mencing any negotiations 
Agent. 

There are, of course, many issues (for 
example, a determination as to when a 
liability accrues, the nature of income 
received from the sale of subdivided real 
estate and the deductibility of demoli- 
tion losses) with which the Agent has 
little discretion except to determine 
whether taxpayer has reported the 
transactions in accordance with the Com- 
missioner’s policy. If the taxpayer has 
not done this, the Revenue Agent must 
make such adjustment in his report and 
there is little or no chance of settling 
such an issue at the audit stage. In rare 
instances an Agent will trade one such 
doubtful issue for another, but this type 
of settlement is uncommon at the audit 
level. 

If the taxpayer has this type of issue 
in his case, the best course is probably 
to answer all questions and furnish all 
requested information as courteously as 
possible but refrain from volunteering 
either facts or argument. Arguing with 
the Revenue Agent and volunteering 
facts to him usually do nothing more 
than help him buttress his foregone 
determination. In general, the taxpayer's 
chances of settling this type of an issue 
at a later stage in the administrative 
processes will vary inversely with the 
degrees of completeness in the Agent's 
investigation and report. 


with an 


Informal Conference. . 


After the Agent has completed his 
audit of the taxpayer’s return, he pre- 
pares a written report setting forth all 
of the adjustments which he proposes to 
make to the taxpayer's reported income. 
A copy of this report is furnished to the 
taxpayer who is then invited to discuss 
the various issues raised at an informal 
conference. The letter in which this in- 
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vitation is extended is customarily re- 
ferred to as the 10-day letter because the 
taxpayer is given 10 days to request the 
opportunity for such conference. 

When the informal conference proce- 
:as adopted, the plan was that the 
taxpayer would discuss the Revenue 
Agent’s adjustments with the Agent’s 
group supervisor and any errors or mis- 
understandings could be cleared up at 
that point.’ 

Chis procedure did not work satisfac- 
torily. Since the Revenue Agent had 
usually discussed the case with his super- 
visor, his report would represent the 
views of both the Agent and the group 
supervisor. Having prejudged the issue 
the supervisor could not be expected to 
take a position different than that taken 
by the Agent. 


dure 


On the other hand it was not un- 
common that group supervisors would, 
at these conferences, discover weaknesses 
in the Agent’s investigation and, through 
requests for additional facts and group 
supervisor-instigated reinvestigations, 
the Government’s file with respect to 
the taxpayer’s case would be augmented, 
often making settlement more difficult 
at subsequent administrative hearings. 
Whereas the taxpayer would go into in- 
formal conferences with the single pur- 
pose of reaching an agreement with re- 
spect to his tax liability, the group 
supervisors conducted the hearings in 
such way as to indicate they had two 
purposes, one, to reach agreement with 
respect to the tax liability and, two, to 
continue the audit of the taxpayer’s re- 
turn. 

When the taxpayer has a legitimate 
position on a question of application of 
the internal revenue laws, he gains little 
by assisting the Agent in making a com- 
plete and thorough investigation. De- 
sirable as this may be from an adminis- 
tration standpoint, the taxpayer dealing 
with his own case may validly consider 
himself in the position of an advocate. 
On a great many issues the Commis- 
sioner and his Agents take the position 
of advocates on the side of the IRS and 
therefore the taxpayer’s reluctance to 
iid and abet a thorough investigation 
is perfectly justified and practical. 

Recently the Commissioner has re- 


vised his informal conference proce- 
dure. If the taxpayer requests, he is 
now entitled to a conference with a full- 
time conferee who spends none of his 
time supervising Revenue Agents. This 
conferee is therefore in a position to 


take a fresh look at both the Revenue 


Agent’s determination and _ taxpayer’s 
arguments with respect to the adjust- 
ments. This procedure is so new that no 
statement can be made, with any degree 
of certainty, as to its effectiveness. In 
many respects this procedure bears a 
close resemblance to a conference pro- 
cedure that was abandoned by the Com- 
missioner about eight years ago. At that 
time the various offices of the Internal 
Revenue Service had functioning con- 
ference sections and many of the sec- 
tions around the country were quite 
successful in settling cases. Some of the 
conferees found it possible to settle even 
the most difficult legal issues through 
the device of trading one issue for an- 
other or adjusting findings of fact to fit 
legal theories. Therefore, some of them 
found it possible to function successfully 
as tribunals for settling disputes within 
the limits of rather circumscribed au- 
thority. 

The new informal conference proce- 
dures could operate effectively in this 
same manner. Much will depend upon 
the personnel involved, as they must 
have confidence in their own decisions 
and technical ability. However, it seems 
unlikely that it will operate in this 
manner, if ever, until enough time has 
passed for the conference positions to 
be staffed by experienced, mature, career 
men. 

In the meantime it is unlikely that 
the taxpayer is apt to get more ad- 
vantage from the informal conference 
than he has in the past. The new con- 
ferees are still limited in their authority 
in the same manner as the group super- 
visor was. Both of them, like the Rev- 
enue Agent, are subject to post-review 
and their authority is principally that 
of determining facts and applying the 
Commissioner’s position to these facts. 
If it appears that the Revenue Agent 
has mistakenly interpreted the Commis- 
sioner’s position, or has made a clear 
error with respect to a finding of fact, 
it may be possible to use the informal 
conference correct the 
error. However, it would still seem un- 
desirable to take to the informal con- 
ference issues which are not susceptible 
of this type of resolution. 

Two 


procedure to 


years ago the Commissioner 
established a procedure by which a tax- 
payer can seek review of a decision made 
by a Revenue Agent, group supervisor 
or informal conferee in Washington.5 
The taxpayer has been given the right 
to request that such decision be sub- 
mitted to the Washington office for re- 
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in the law firm of Raymond, Chirco, 
Fletcher, Cohan & Donaldson, Detroit. 
Both have served as trial attorneys for 
the chief counsel’s office in Chicago. 
This article is one of two which have 
been adapted from a paper published 
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view as to whether it is in accordance 
with national policy. The local chief 
of the audit division decides whether the 
question is one which merits submission 
to Washington. If he decides that it 
does not, he must still submit to Wash- 
ington the taxpayer's request for review, 
together with the taxpayer's reasons for 
desiring such review. The national office 
then decides whether to take jurisdic- 
tion. 

So far, according to statistics of the 
Internal Revenue Service, the various 
chiefs of audit around the country have 
not turned down many requests that 
an issue be submitted to Washington. 
Furthermore, Washington has _ taken 
jurisdiction over many of the cases which 
the chiefs of audits have declined to sub- 
mit to Washington. Therefore it ap- 
pears that this procedure has given the 
taxpayer an effective way to obtain a 
hearing in Washington at the audit 
level should he feel that the local office 
is not treating him fairly. 


Post-review 

There is, in every district of the In- 
ternal Revenue Service, an office, func- 
under the District 
known as “post-review”. 


tioning Director, 
The taxpayer 
has very little contact with this section 
but its operations may often affect him. 
This office reviews all reports coming 
out of the audit division and any settle- 
ments or adjustments to tax liability oc- 
curring as the result of audit or informal 
conference. The purpose of this review 
is to correct any errors which audit or 
the informal conferee may have made 
in applying the Commissioner’s posi- 
tion to the facts reported by the Agent. 
The taxpayer is not given an opportun- 
1 Section 34. 

® Section 6213 (a). 

® Treas. Reg. Section 601.105(c) (1960). 

+ Rev. Proc. 60-24, 1960 IRB No. 46, at 44. 

5 Rev. Proc. 58-14, 1958-2 CB 1125. This was an 
outgrowth of an earlier procedure pursuant to 
which the field office could request technical ad- 
vice from Washington. However, the taxpayer had 


no right to cause the issues to be submitted to 
Washington. Mim. 6293, 1948-2 CB 59. 
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ity to confer on his case with this office. 


Post-review serves another function 
in review of protests. This function will 


be discussed in a later section. 


Appellate Division 


If the taxpayer has been unable to 
reach an agreement with the Internal 
Revenue Service with respect to his tax 
liability, and if post-review has approved 
the report of the examining Agent, a 
so-called 30-day letter is sent to the tax- 
payer. This letter notifies the taxpayer 
that the Commissioner is proposing to 
make certain adjustments to the tax- 
payer's reported income and that, unless 
the taxpayer protests such adjustments, 
a notice of deficiency incorporating them 
will be mailed to the taxpayer. This is 
not a statutory procedure. It is one de- 
vised by the Commissioner in order to 
help dispose of cases prior to the issu- 
ance of notices of deficiencies.® 

In the 30-day letter the taxpayer is 
offered a chance to accept the Commis- 
sioner’s proposed findings. If he does 
not wish to do this the letter invites him 
to file a protest setting forth, in a sworn 
statement, the reasons why the taxpayer 
believes that the proposed adjustments 
are erroneous. 

If such a protest is filed it is first ex- 
amined by the post-review section and 
they consider, in light of the new in- 
formation given in the protest, whether 
the proposed adjust- 
ment is correct. It is seldom that post- 
review reverses its stand at this point 
but occasionally the protest will reveal 
clearly an error made by the Agent and 
post-review will change the Commis- 
sioner’s determination. If post-review 
does not do this, the file is sent to the 
Appellate Division. 


Commissioner’s 


The Appellate Division was estab- 
lished by the Commissioner to act as a 
type of appellate tribunal within the 
administrative department.? Although 
it has offices in most of the local offices 
of the Service, it is 
not under the jurisdiction of the District 
Directors. It 


Internal Revenue 
its settlement 
thority from the Regional Commission- 
ers and is subject to direct supervision 
by the Appellate Division in Washing- 
ton. 


derives au- 


The Appellate Division has the auth- 
ority to settle cases, taking into account 
the hazards of litigating the various 
issues in the case. A settlement by the 
Appellate Division in most matters is 
not subject to review by any other 
agency of the Internal Revenue Service 


October 1961 


and therefore it is at this stage that 
taxpayers have their greatest success in 
settling cases. Thus, it might appear 
that it would always be advantageous 
for a taxpayer to protest the adjustments 
proposed by the audit division and try 
to settle the case with the Appellate 
Division. However, there are some dis- 
advantages to this procedure which may 
in some cases weigh heavily against the 
use of this procedure. 


Hazard in protesting 


The major disadvantage is the possi- 
bility of adding new issues to the case 
before the notice of deficiency is issued. 
The Appellate Division is made up of 
some of the most able technicians that 
the Internal Revenue Service employs. 
For the most part they are well trained 
in the interpretation and application 
of the tax laws and it is not uncommon 
for them to see issues in a case which a 
Revenue Agent may have missed in his 
examination. Even more frequently they 
see gaps in the facts reported by the 
Internal Revenue Agent and they fre- 
quently make requests for the taxpayer 
to furnish additional information. 
Therefore the taxpayer is well advised 
to consider that the process of auditing 
his return is continuing throughout the 
use of this conference procedure. If a 
new issue is raised by the Appellate Di- 
vision at this stage it will be incorpo- 
rated in the statutory notice of deficiency 
and therefore the taxpayer will have 
the burden of proving the determina- 
tion wrong in all later proceedings. Ac- 
cordingly, there is an advantage in by- 
passing this procedure and letting the 
Commissioner issue his notice of de- 
ficiency before the Appellate Division 
has reviewed the case. The taxpayer will 
have subsequent opportunities to confer 
with the Appellate Division in an at- 
tempt to settle the case and therefore 
it may not always be important that the 
protest procedures be followed. 

If the taxpayer does not file a protest, 
the notice of deficiency is customarily 
a copy of the same adjustments set forth 
in the 30-day letter. This is normally 
prepared by the audit division. If the 
taxpayer files a protest but fails to settle 
the case with the Appellate Division, 
then the notice of deficiency is prepared 
by the Appellate Division. The case is 
then sent to the regional counsel's office 
which will handle the trial of the case 
in the Tax Court should the taxpayer 
appeal to this court. The regional coun- 
sel’s office is asked to accept the case for 


defense and they accordingly review the 
file to determine whether the position 
of the Appellate Division is defensible 
in court. If it is, the regional counsel’s 
office will indicate its acceptance and 
suggest any rewording of the notice of 
deficiency that may improve the Goyv- 
ernment’s position from a trial stand- 
point. From this it can be seen that the 
filing of a protest sets in motion cer- 
tain administrative procedures which 
may work to the taxpayer’s disadvantage 
should the case be litigated. According- 
ly, a well considered judgment at the 
outset of the case as to whether or not 
it is possible to settie is important in 
determining whether it is advisable to 
file a protest. 

If the taxpayer does not file a protest 
he will immediately receive a statutory 
notice of deficiency. If he then appeals 
the case to the Tax Court the Appellate 
Division again obtains jurisdiction over 
the settlement of the case. Therefore, 
whether or not a protest is filed, the tax 
payer will eventually have an opportun- 
ity to obtain a hearing from the Ap- 
pellate Division. 

What then are the advantages, if any, 
of filing a protest? Some taxpayers are 
anxious to avoid publicity. If the case 
is settled with the Appellate Division 
prior to the issuance of the notice of 
deficiency all of the proceedings are 
secret and there will be no publicity of 
the case, or the settlement. However, as 
soon as a petition is filed with the Tax 
Court, appealing from a notice of de- 
ficiency, the existence of the case and 
the issues in it are made public. The 
newspaper wire services customarily 
watch the petitions filed in Washing- 
ton local 
newspapers with respect to various tax- 
payers who file petitions. 

If it appears that a settlement with 
the Appellate Division is possible then 
some time may be saved in following 
the protest procedure. If no protest is 
filed it generally takes several months 
before a notice of deficiency is issued 
and it is usually another three or four 
months before the case is at issue. Only 
then does the Appellate Division receive 


and release news stories to 


* Treas. Reg. Section 601.105(d) (1960). 

7 Id. Section 601.106. 

8 E.g. Cedar Valley Distillery, Inc., 16 TC 870 
(1951); Vincent C. Campbell, 11 TC 51% (1948); 
Pepsi Cola Co., 5 TC 190 (1945). 

® 1954 Code, Section 6212(c). 

10 Jd. Section 6214(a). 

11 Tax Ct. Rule 32. 

12 1954 Code, Section 6214(a). 

13 Jd. Section 601.106 (a) (2) 

14 Ibid. 
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the file. Therefore if time is a factor it 
may be advisable to file a protest. 

Still another advantage in filing a 
protest in some cases is the possibility of 
eliminating one or more issues from a 
case. If the taxpayer desires to use the 
district court or the Court of Claims as 
a forum for the litigation of his case, it 
is first necessary that he pay all of the 
tax determined to be due. This may 
often impose a very difficult burden if 
the determination of the Commissioner 
is unrealistically high. If on the other 
hand a conference with the Appellate 
Division results in the elimination of a 
part of the deficiency it may make it 
easier for the taxpayer to pay the re- 
sulting deficiency and bring suit in the 
district court or Court of Claims for a 
refund of the tax paid. 

The notice of deficiency is probably 
the most important single document in 
the tax case. As long as the determina- 
tion contained in it is not arbitrary the 
taxpayer has the burden of proving that 
the determination is wrong in all subse- 
quent proceedings except insofar as it 
may determine fraud penalties or trans- 
feree liability. This burden of proof 
cannot be taken lightly as many tax 
Tax Court 
on simple failures of proof. Therefore 
the manner in which issues are framed 
by the statutory notice of deficiency 
can assume a great deal of importance. 

An illustration of this might be help- 
ful. Suppose a taxpayer has purchased a 
piece of property adjoining his manu- 
facturing facilities and there is an old 
house on this piece of property. Sup- 


cases are decided by the 


pose also the taxpayer leases the house 
for several years and then razes it in 
order to provide space for a parking 
facility. Assume that the taxpayer paid 
$20,000 for the land and building and 
allocated $15,000 of such amount to the 
building and $5,000 to the land. Upon 
destruction of the building the taxpayer 
takes a loss of $15,000 for abandonment 
of property used in a trade or business. 

On these facts the Commissioner has 
two possible issues presented. First he 
could take the position that when the 
the land he in- 
tended to demolish the building and 
therefore the entire $20,000 represents 
land 


taxpayer purchased 


cost of and no loss is allowable 
upon demolition. A second issue would 
be that the taxpayer’s allocation of $15,- 
000 to the building and $5,000 to the 
land was not correct. Suppose in the 
the 


notice of deficiency Commissioner 


determined that $7500 of the claimed 


$15,000 is nondeductible because of a 
reallocation of the purchase price. In 
later proceedings the taxpayer would 
simply have the burden of proving that 
the values of the land and building at 
the time of purchase were in the same 
proportion in which he allocated the 
purchase price. If he did not sustain this 
burden of proof $7,500 of loss would be 
allowed and $7,500 of loss would be dis- 
allowed. 

The Commissioner could, however, 
take the position in the 90-day letter 
that the entire loss was disallowed and 
give as a reason that the entire purchase 
price was properly allocable to the cost 
of land. This would frame the 
in such a manner that the taxpayer 
would have the burden of proving both 
that the loss was allowable and secondly 
how great a loss was sustained. Obvious- 
ly the Commissioner’s position in the 
latter instance would be stronger. 

lf the Commissioner worded his 
notice of deficiency in the first way dis- 
cussed above and subsequently decided 
that he would like to disallow the en- 
tire loss he would then have the burden 
of proving that the loss was not an 
allowable one in the first instance. This 
could materially affect the outcome of 
the case. 


issues 


Having once stated his position in the 
notice of deficiency the Commissioner 
cannot make a new determination in 
another notice of deficiency if the tax- 
payer appeals from the determination 
of the Tax Court.® If an appeal is taken, 
is entitled to raise 
new issues before the Tax Court and 
ask for an increase in the deficiency.1° 
However, this imposes upon the Com- 
missioner the burden of proving the 
new determination is correct.1! If the 
Commissioner wins on his new conten- 
tion in the Tax Court and the deci- 
sion of the Tax Court becomes final 
the Commissioner can then assess this 
increased notwithstanding 
that it never was part of a notice of 
deficiency.12 


the Commissioner 


deficiency 


Authority to settle 


The ordinary procedure established 
by the Internal Revenue Service 
settling tax cases is the hearing before 
the Appellate Division following a pro- 


for 


test to the proposed adjustments con- 
tained in the 30-day letter. This was 
discussed in the preceding section. There 
are other opportunities for settling the 
case, however. As was mentioned, if the 
case is appealed to the Tax Court the 
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Appellate Division to regional counsel’s 
diction settlement of the case. 
However, before a settlement can be 
reached at this stage the regional coun- 


over 


sel’s office, which has the responsibility 
for trying the case in the Tax Court, 
must concur in the settlement.% 

If the case is not settled prior to the 
time that the case is called for trial, 
settlement jurisdiction passes from the 
Appellate Division to regional counsel’s 
office.14 The moment when this takes 
place is the time when the case is called 
by the judge of the Tax Court for a re- 
port on the opening day of the trial 
calendar at which the case is set to be 
heard. 

This settlement jurisdiction of the 
regional counsel's office is fairly new in 
administrative procedures. It has been 
in existence for only two years. As a 
practical matter the regional counsel’s 
office settles few cases that the Appellate 
Division is not willing to settle. How- 
ever, the existence of this authority 
tends to give the regional counsel a 
greater role in the negotiations for settle- 
ment prior to the time that settlement 
jurisdiction is transferred to him. His 
opinions with respect to the desirability 
of settling tend to receive more weight 
because of the knowledge that at some 
point he will be able to settle the case 
without the concurrence of the Appel- 
late Division. This tends to insert into 
the 
emphasis on the litigating hazards of the 


settlement negotiations a greater 
case because the lawyer who must try 
the case is generally more aware of these 
technical adviser 


than is the 


associated with the Appellate Division. 


hazards 


Refund claims 

If the taxpayer would prefer to liti- 
gate his case in either a Federal district 
court or the Court of Claims instead of 
the Tax Court, he must at some stage in 
the administrative processes, prior to an 
appeal to the Tax Court, pay all of the 
tax determined to be due by the Com- 
missioner and then file a claim for the 
refund of such tax.15 If such a claim is 
filed the audit division obtains initial 
jurisdiction over the claim. However, if 
the claim relates to matters which have 
previously been the subject of an audit 
and asks simply for a refund of taxes 
which were collected as deficiencies, then 
the action of the audit division on the 
claim is a formality only. Audit will 
then issue a letter advising the taxpayer 
that the Internal Revenue Service’ pro- 
poses to disallow his claim for a refund. 
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The taxpayer thereupon has an oppor- 
tunity to protest the action of the audit 
division and if such a protest is filed the 
Appellate Division obtains jurisdiction 
over the claim. However, in a refund 
the Appellate Division’s 
jurisdiction is not as great as it is in the 
deficiency procedures. If the proposed 
settlement by the Appellate Division 
involves a refund of more than $100,- 
000 of settlement must be re- 
viewed by the chief counsel’s office of 
the Internal 


proceeding 


tax the 


Revenue Service and ap- 
proved by the Joint Committee on In- 
come Taxation.16 

Six months after the refund claim has 
been filed, if the Internal Revenue 
Service has not taken formal action on 
the claim, or at any time after formal 
disallowance of the claim, the taxpayer 
may file a suit in either a Federal district 
court or the Court of Claims to recover 
the tax claimed.17 As soon as this suit is 
filed the Department of Justice is given 
control of the case. This control extends 
both to settlement of the case as well as 
to the trial of it. 


Justice procedure 


Settlement procedures in the Depart- 
ment of Justice must be initiated by a 
written offer by the taxpayer. However, 
it is not uncommon that the taxpayer 
will confer with representatives of the 
Department of Justice prior to the sub- 
mission of an offer in order to deter- 
mine whether the parties are close 
enough to merit a formal offer. 

Once a written offer of compromise 
has been submitted to the Department 
of Justice it is referred to the chief 
counsel’s office of the Internal Revenue 
Service in Washington for an advisory 
Opinion as to whether the offer should 
be accepted. This opinion is prepared 
by an counsel’s 
office and ap- 
proved by his superior prior to trans- 
mittal to the Justice Department. 

Meanwhile the attorney in the De- 
partment of Justice assigned to the trial 
of the case gives the settlement offer his 
independent consideration. He also sub- 
mits a written report recommending ac- 
tion on the settlement proposal, and 
after his report is reviewed and ap- 
proved by his superior it, together with 


attorney in the chief 


and must be reviewed 


% Flora v. United States, 357 U.S. 63 (1958), re- 
hearing granted, 360 U.S. 922 (1959). 

781954 Code, Section 6405. The statute requires 
only that a report be made to the joint committee. 
In practice the IRS does not make a refund until 
its report has been approved by the committee. 
47 Id. Section 6532. 


a 
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the report of the chief counsel’s office of 
the Internal Revenue Service, is sub- 
mitted to the compromise section of the 
tax division in the Department of Jus- 
tice. This compromise section is not en- 
gaged in litigation and its single pur- 
pose is to act on offers of compromise. 
It reviews the reports of the chief 
counsel’s office and the trial attorney 
and makes its own recommendation as 
to whether the settlement offer should 
be accepted. All three reports are then 
transmitted to the assistant attorney 
general in charge of the tax division of 
the Department of Justice who must 
the final based upon 
these reports, as to whether the case 
should be settled. 


make decision, 


If the three reports are unanimous, 
this decision is an easy one. However, 
the three persons considering the settle- 
ment do not always concur with each 
other. often than not, 
the assistant attorney 
general will act in accordance with the 
recommendation of his compromise sec- 
However, the view has been ex- 
pressed that the Department of Justice 
considers the Internal Revenue Service 
to be in a position vis-a-vis the Depart- 
ment of Justice which is similar to the 
position that a client occupies with re- 
spect to his attorney. Therefore the De- 
partment of Justice is reluctant to take 
action on a settlement contrary to the 
views expressed by the Internal Revenue 
Service. 


More in such 


circumstance, 


tion. 


This settlement machinery can seem, 
in the words of Dickens, a “triumphant 
perfection of inconvenience.” Dealing 
with it can be difficult. We suggest that 
it will usually be desirable to arrange a 
conference with the trial attorney, the 
representative of the chief counsel's office 
who is preparing the Internal Revenue 
Service recommendation and the mem- 
ber of the compromise section who is 
assigned to the case. At this conference 
the case can be frankly discussed and 
views exchanged as to possible areas of 
compromise before a written offer is 
submitted to the Department of Justice. 
In this way the taxpayer can obtain 
some idea concerning the attitude of 
each of the three departments toward 
the settlement of the case. This will 
help him formulate an offer of settlement 
which can emphasize the taxpayer's ar- 
guments on the points which appear 
particularly troublesome to the Govern- 
ment lawyers. 


At the present time there is a profu- 
sion of notices given to the taxpayer that 


an adjustment is to be made in his re- 
ported income. He gets a 10-day letter, 
a 30-day letter and a 90-day letter. In 
addition, he is offered conferences with 
Agents, group supervisors, informal con- 
ferees, reviewers in Washington, Appel- 
late advisors and Government lawyers, 
any of which conferences may result in 
settlement issues. It would 
seem that these procedures could be 
compressed. 

We would suggest that the first notice 
sent the taxpayer after audit of a return 
be the statutory notice of deficiency, 
and that a six-month period be per- 
mitted within which a petition could 
be filed in the Tax Court. Upon the 
mailing of this notice, the Appellate 
Division would assume exclusive juris- 
diction over settlement of the case. This 
time should be adequate to settle any 
case which has been properly investi- 
gated in the audit stage. The existence 
of the deadline for taking an appeal to 
the Tax Court would encourage prompt 
settlement by both the taxpayer and 
the Appellate Division. 

We would further suggest that upon 
filing a petition in the Tax Court, juris- 
diction for settlement of the case should 
reside in the chief counsel’s office. This 
authority should be exercisable without 
any recommendations or advisory opin- 
ions from any other department of the 
Internal Revenue Service. It would seem 
that the attorneys representing the 
Government in the trial of the case 
should be as well prepared to determine 
the reasonableness of a settlement offer 
as any other department. 

If the tax is paid and a claim for re- 
fund is filed, jurisdiction to consider 
the claim should be given to the Ap- 
pellate Division if that division has not 
already considered the case in a previ- 
ous deficiency status. Where the Appel- 
late Division has considered the case the 
taxpayer should be permitted to bring 
suit immediately and settlement juris- 
diction should then reside in the Justice 
Department as it does now. 

We would suggest that a streamlining 
of the settlement procedures in the De- 
partment of Justice would be desirable 
and possible without any prejudice to 
the revenue. In no event should more 
than two departments have to pass on 
the settlement offer and it would be best 
if either the trial department or the 
compromise section be given the entire 
voice in making settlements. 

The changes which we have suggested 
have been sketched only in broad out- 


of various 
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line. They would require some changes 
in the statute and many changes in 
the Commissioner’s internal procedures. 
Obviously some refinement would be re- 
quired. However, we believe that the 
goals sought to be accomplished are 
sound and merit further consideration. 
These goals are, basically, (1) to reduce 


the number of administrative steps 
between the audit of a tax return and 
the trial of a case—without sacrificing 
the number of settlements reached and 
(2) to concentrate settlement jurisdic- 
tion in a single department to make it 
easier for the Government and the tax- 
payer to negotiate effectively. 


Court of Claims recognizes Cohan rule; 


boon to litigants seen if stand is affirmed 


One of the more important distinctions between a case in the Tax Court and a 


fund suit in a Federal district court or the Court of Claims is the fact that the 


taxpayer in the refund suit must not only prove the Commissioner’s determination 


rong (as he must do in the Tax Court), he must also prove the exact amount of 


dollars due him as a refund. A recent case in the Court of Claims (Gilmore, June 


1961) however, indicates that that court may lighten this second burden by accept- 


ing the rule of the landmark Cohan case. 


 &s A Tax Court case in which the tax- 
payer contends that the Commissioner 
improperly disallowed all of the tax- 
payer’s claimed expenses as being un- 
substantiated, a taxpayer need prove 
only that the Commissioner was wrong 
in disallowing the entire amount, in 
that the taxpayer did in fact expend 
money which would be deductible. Un- 
der the well-known rule of Cohan (39 
F.2d 540 (CA-2, 1930)), it is the Tax 
Court’s duty to make an approximation 
of such expenses, even though the tax- 
payer can not prove their precise 
amount, “bearing heavily, if it chooses, 
upon the taxpayer, whose inexactitude 
is of his making.” 

the Gil- 
more case; if this position is not re- 


Practitioners should watch 


versed or abandoned, it will remove one 
of the major disadvantages of bringing 
tax litigation in the Court of Claims. 


Nature of refund suit 


4 recent article on refund suits dis- 
cusses the Cohan rule as well as other 
distinctions suits and 
lax Court cases. The author, Thomas 


between refund 


E. Smail, Jr., former trial attorney in 
the Tax Division of the Department of 
Justice, writing in the August 1961 issue 
of Taxes, warns of the “Traps in Re- 
fund Suits” that may ensnare the un- 
practitioner who mistakenly as- 
sumes that a refund suit is “just a Tax 
Court case brought in another forum.” 


wary 


Roybark wv. U. S., 104 F.Supp. 759, aff’d CA-9, 
218 F.2d 164; Taylor, CA-2, 70 F.2d 619, aff’d Hel- 
vering v. Taylor, 293 U.S. 507. 


One of the more important distinc- 
tions between a proceeding in the Tax 
Court and a refund suit in a Federal 
district court or the Court of Claims, 
Mr. Smail out, is the fact 
that the taxpayer in the suit 
must not only prove the Commissioner's 
determination wrong (as he must do in 
the Tax Court), he must also prove the 
exact amount of dollars due him as a 
refund. 

According to Mr. Smail (writing be- 
fore the Gilmore decision) a showing of 
the Commissioner’s error is not enough 


points 


refund 


in a refund suit and the cases cited in 
his article bear him out. 

One of the issues in the Gilmore case 
involved the deductibility of legal fees 
which were incurred in a divorce suit. 
The taxpayer had claimed that 80% of 
the expenses were incurred in the con- 
servation of his income producing prop- 
erty. The trial commissioner found that 
at least 80% of the legal expenses were 
so incurred, and the Court of Claims 
held that this was supported by the evi- 
dence. The Government argued, how- 
ever, that “the burden of the 
taxpayer to establish the exact amount 
to which he is entitled, and if he can- 
not meet this requirement, then the 
deduction must be denied.” 


it was 


The Court of Claims immediately 
focused on the Cohan case and stated 
that this “decision has proved a valu- 
able and workable rule over the years 
and has withstood the attacks made 
upon it by the Internal Revenue Serv- 
ice. We are not prepared to sanction an 
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outright frontal attack upon this rule.” | 

Although this language is very strong- 
ly in favor of the application of the 
Cohan rule in Court of Claims refund 
suits, two words of caution are in order. 
First, it that in the 
case the taxpayer actually presented 
sufficient evidence to prove that 80% of 
the legal fees were allocable to the con- 


may be Gilmore 


servation of income producing property. 
Therefore, the Court of Claims’ reliance 
on the Cohan case may have been un- 
necessary, since the taxpayer may have 
in fact sustained his burden of proving 
the exact amount due him. Neverthe- 
less, the language of the case is import- 
ant, and from a taxpayer’s point of view 
the Court of Claims may offer a more 
favorable district 
this 


climate vis-a-vis the 


court in which to try a case of 
nature. 

Second, the Government has applied 
for certiorari in the Gilmore case. 
Wholly apart from the substantive ques- 
tion of whether or not legal fees ex- 
pended in a divorce action may be de- 
ductible to any extent, the Supreme 
Court may not agree with the Court of 
Claims’ lessening of the taxpayer's bur- 


den of proof in refund suits. * 


IRS to rule on taxpayer’s 
right to rely on another’s ruling 
ry\He INTERNAL Revenue Service is 
le to issue a ruling shortly 
dealing with the taxpayer's right to rely 
on rulings issued to other taxpayers. It 
will appear as a revision of Rev. Rul. 
54-172 and Commissioner Cuplin, speak- 
ing to the annual meeting of the Tax 
Executives Institute said that he hoped 
it would be ready this fall. 

One 
whether a taxpayer may rely on a ruling 


aspect of the confusion over 
issued to another appeared when the 
IRS this spring announced it would is- 
sue no more Centennial Fund rulings. 
“There we were considering,” Mr. Cap- 
lin said, “the nonrecognition features 
of Section 351 applied to a particular 
type of transaction. 
Was this the usual business transaction 
contemplated by the Code? Or was it, 


investment fund 


in fact, a market place exchange of 
securities and, thus a transaction which 
would ordinarily be subject to tax? 
“The service had issued some rulings 
holding Section 351 applicable in the 
organization of particular investment 
funds. On further analysis, however, it 
was concluded that this type of trans- 
action could more properly be regarded 
as a method for unduly circumventing 
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the capital gains tax. It was then de- 
cided, in the interests of wise administra- 
tion of the tax laws, to issue no further 
rulings. 

“At the date of the aiinouncement of 
this decision, several other funds had 
applications pending and, in view of 
two considerations, we reluctantly agreed 
that rulings would be given in these 
cases. First, there were very serious com- 
petitive advantages and disadvantages 
involved—certain funds with rulings 
were in a position to attract customers 
of other funds without rulings. Second, 
was the fact that the administrative con- 
clusion was to discontinue the issuance 
of rulings rather than rule adversely. 

Had it been decided to rule adversely 
on these transactions in the future, no 
favorable rulings would have been is- 
sued on the pending applications. 


“ABC” transactions 


“More currently,” Mr. Caplin con- 
tinued, “taxpayer reliance is said to be 
involved in another area now under ac- 
tive review. .. . We have been receiving 
a large number of requests for rulings 
concerning the sale or other disposition 
of mineral production 


“ABC” 


At present, we are 


payments, in- 


cluding so-called transactions, 
reconsidering our 
position with respect to the income tax 
treatment to be accorded to each of the 
parties in these transactions. In TIR-326 
we announced (1) we were considering 
a change in our position, (2) any change 
would be applied 


prospectively only, 


and (3) rulings on such transactions 
would be suspended pending comple- 
tion of our study. 

“Our general policy is that a_tax- 
payer may rely on rulings published in 
the Internal Revenue Bulletin in de- 
termining the rule applicable to his 
own transactions—and need not request 
a special ruling applying the principles 
of a published ruling to the facts of his 
own case. Of course a published ruling 
is applicable to other cases only where 
the facts and circumstances are sub- 
stantially the same. At the same time, 
in applying a published ruling, con- 
sideration must carefully be given to 
any subsequent legislation, regulations, 
court decisions, and rulings. 

“In general, a revocation or modifica- 
tion of a published ruling is made pros- 
pective only. In the case of a specific 
ruling issued to a taxpayer, it is also 
our general policy to make a revocation 
or modification prospective only—pro- 
vided (a) there has been no misstate- 
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ment or omission of material facts, (b) 
the facts subsequently developed are 
substantially the same as those on which 
the ruling was based, (c) there has been 
no change in applicable law, and (d) 
the taxpayer acted in good faith in re- 
liance upon such ruling and a retroac- 
tive revocation would be to his detri- 
ment. 

“Another firm position of the Service, 
which has been sustained by the courts, 
is that a taxpayer may not be insulated 
against attack by relying on a ruling 
issued to another taxpayer. However, 
as in the “ABC” transactions, our ruling 
position sometimes becomes fairly well 
known. And, in anticipation of the con- 
tinuation of a given pattern of rulings, 
some taxpayers may enter into commit- 
ments or contracts on the condition that 
a favorable ruling would be secured; 
and they may expend substantial sums 
before any ruling has been issued. 





Overstated amount of payment may be 
assessed without 90-day notice. In his 
1945 return taxpayer overstated the 
amount of estimated tax which had been 
paid. The court holds that the amount 
of this overstatement may be assessed 
without issuing a 90-day notice, as is 
done in the case of a mathematical er- 
ror. The penalty and interest must be 
assessed pursuant to notice, even though 
this results in a multiplicity of suits. If 
taxpayer could prove that the overstate- 
ment was not fraudulent, the statute of 
limitations would bar assessment. How- 
ever, this fact does not justify the court’s 
granting an injunction against the assess- 
ment. Corbett, CA-9, 7/19/61. 


Penalty for withholding is divisible. The 
100% penalty for failure to withhold 
was assessed against taxpayer as officer of 
a bankrupt corporation. The court holds 
that the liability for withholding and 
the penalty is separate as to each em- 
ployee. Therefore, taxpayer may pay the 
penalty as to one employee and obtain 
a judicial determination of his liability 
in a suit for refund. Ruby, DC N.J., 
5/3/61. 


Conflict of interest rule bars former 
Government .attorney. Taxpayer’s attor- 
ney was employed in the office of the 
Chief Counsel of the Internal Revenue 
Service at the time taxpayer’s suit for 
refund was filed. Within two years of 


New procedural decisions this month 


“In such circumstances, when we are 
reconsidering our ruling position we do 
not believe there is any valid support 
to a taxpayer’s claim that he is entitled 
to a favorable ruling—on the grounds 
that he relied to his detriment on a 
ruling issued by the Service to another 
taxpayer. 

“If we merely decide to rule no 
longer, as we did in Centennial, there 
may be a basis in particular hardship 
cases to issue ruling up to a given cut- 
off date. But where we decide to re- 
verse our position—believing our prior 
views were erroneous or no longer ap- 
plicable—we would be reaching an un- 
usual administrative result if we gave 
favorable rulings to pending applica- 
tions. It is one thing to state that a new 
position will not be applied retroactive- 
ly; Mr. Caplin concluded, “it is quite 
another to issue favorable rulings in the 
face of a stated contrary position.” * 


the termination of his Government em- 
ployment, the attorney 
court for the taxpayer in regard to the 
refund suit. This court holds that the 
refusal by the lower court to disqualify 
taxpayer’s counsel is an appealable or- 


appeared in 


der; that the question had not become 
moot when the two year period expired; 
and that the statutory prohibition ap- 
plied not only to administrative pro- 
ceedings, but also to court proceedings. 
Moreover, the spirit of this prohibition 
requires that a suit against a Director 
of Internal Revenue be regarded as a 
suit against the United States. Florida 
Iron & Metal, Inc., CA-5, 6/14/61. 


Government must prove taxpayer con- 
sented to crediting taxes to another. 
The taxpayer and his brother, as part- 
ners, agreed that, in the event of the 
death of either, the survivor would suc- 
ceed to the partnership assets and carry 
on the business. The brother died, and 
sometime thereafter, additional income 
taxes were assessed and fraud penalties 
were asserted against the taxpayer and 
the estate of the deceased brother based 
upon the activities of the partnership. 
The taxpayer overpaid his portion of 
the tax liability. The overpayment was 
credited to the liability of the estate of 
his deceased brother. The taxpayer con- 
tended that this transfer and credit to 
the estate’s account was made without 
his consent. The district court found 
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from the evidence that the taxpayer did 
consent to the transfer of the overpay- 
ment to the account of the estate. This 
court reverses. In the absence of a writ- 
ten consent, regular on its face, the Gov- 
ernment had the burden of proving tax- 
payer’s consent. The district court im- 
properly placed the burden on taxpayer. 
Murray, CA-1, 7/19/61. 


No injunction against summons to tes- 
tify. The president of two corporations 
under investigation by the Internal Rev- 
enue Service requested that the Service 
be enjoined from summoning him as a 
witness until he had time to examine 
the accountants’ working papers. The 
court refuses the injunction. Although 
the witness might not be prepared at the 
hearing, he would suffer no irreparable 
injury because any determination made 
would be subject to court review. Balis- 
trierit, DC Wisc., 7/5/61. 


Statute of limitations regarding alleged- 
ly false statements begins running when 
statements are made. Taxpayer made al- 
legedly false statements during negotia- 
tions to compromise tax liabilities for 
the years 1942 through 1946; in 1955, 
1957. 


the statements are part and parcel of 


1956, and Taxpayer argues that 
the original evasion and thus the limi- 
tations period had run. This court holds, 
however, that the statements made a 
decade after the tax years in question 
constitute an entirely separate falsifica- 
tions and are wholly unrelated to the 
returns filed for the tax years in ques- 


tion. Thus, the limitations period for 


criminal prosecution of the attempt, 
through these statements, to evade tax 
began when the statements were made. 
Mousley, DC Pa., 5/17/61. 


Suit for refund dismissed for want of 
jurisdiction. Taxpayer's first complaint 
sought declaratory relief; and since con- 
troversies “with respect to Federal tax- 
es” are expressly excepted from the pro- 
visions of the Declaratory Judgment Act, 
the complaint was dismissed. Taxpayer’s 
amended complaint sought recovery of 
a certain sum on the grounds that a set- 
tlement agreement regarding delinquent 
taxes had been erroneously interpreted. 
The court holds this claim to state, in 
essence, a suit for refund of taxes erron- 
eously collected and that the required 
statutory conditions precedent for such 
a suit had not been met. Thus, taxpay- 
er’s second complaint is also dismissed. 
Farmer, DC Ky., 5/13/61. 


Manual delivery of deficiency notice 
cures error in mailing address. Taxpayer 
frequently changed his address. In 1958 
a deficiency notice was mailed to him at 
an address secured from him at an in- 
formal conference. Following the return 
of the notice to the Government, it was 
personally delivered to taxpayer by an 
Agent. Thereafter, taxpayer filed a time- 
ly petition. The court denies taxpayer’s 
contention that it lacks jurisdiction since 
any error in the mailing of the notice 
was cured by the manual receipt and the 
filing of the petition. On the merits of 
the case the court finds taxpayer under- 
reported tips while employed as a wait- 
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er. The deficiencies however were not 
due to fraud with intent to evade tax, 
since taxpayer, an uneducated immi- 
grant, was not certain whether tips con- 
stituted income. Griffel, TCM 1961-220. 


Information return of building and 
loan association does not start statute 
of limitations running. (Old law) In 
1946 taxpayer obtained a ruling that it 
was exempt from income taxation under 
Section 101(4) of the 1939 IRC, which 
exempts building and loan associations. 
Taxpayer filed information returns for 
the years 1946 to 1951. In 1952 the Com- 
missioner notified taxpayer that it was 
not entitled to exemption from taxation 
hecause of certain real estate transac- 
tions it entered into and advised tax- 
payer to file tax returns beginning with 
the taxable year 1944. Taxpayer did not 
file the required returns, and the Com- 
missioner sent a notice of deficiency in 
1956, covering the years 1944 through 
1951, and added a 25% penalty for fail- 
ure to file a return. Taxpayer claimed 
that the deficiency was barred by the 
three-year statute of limitations on the 
theory that the filing of information re- 
turns starts the statute running. This 
Tax Court that the 
denial of exemption was proper and that 


court affirms the 


the filing of information returns under 
the 1939 Code does not start a statute 
of limitations running. The court also 
affirms the Tax Court’s disallowance of 
a portion of an interest deduction be- 
tween related organizations. Perpetual 
Building and Loan Association of Col- 
unibia, CA-4, 6/19/61. 
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Large corporations find property tax 


assessment almost universally inequitable 


7 APPLICATION of real and personal 
property taxes to industrial and 
other businesses properties presents some 
of the most difficult problems in the 
entire field of taxation. This complex 
situation results from such an intrinsic- 
ally complicated requirement as the de- 
termination of the true value of indus- 
trial machinery, equipment, structures, 
and land. Frequently overassessments 
occur. Obtaining relief requires negotia- 
tion with elected or appointed assessors 
who usually are politically oriented to a 
difficult extent. Further complications 
are presented by inequities inherent in 
equalization procedures, and the reluc- 
tance of the courts to inject themselves 
into valuation matters. 

This is how your editor summed up 
his experience with property taxation 
at the Tax Institute Symposium last 
fall.* However, these conclusions don’t 
apply to corporate or industrial prop- 
erty only. To be realistic and truthful 
we have to admit that underlying the 
whole system of ad valorem property 
tax assessment on homes as well as on 
businesses are these facts: 

1. The existence of a constitutional 
or statutory standard for the determina- 
tion of the full or cash value of prop- 
erty for assessment purposes often is 
ignored by assessors in practice. 

2. Administrative appeal bodies sel- 
dom require adherence to such legally 
prescribed standards on review, and 
often in areas where they have direct re- 
sponsibility for assessments, actually in- 
itiate departures from constitutional and 
Statutory requirements. 

3. Courts are extremely reluctant to 
upset the action of such appeal boards 
—although in many instances they do so. 
Their reluctance often springs from the 
fact that they may, as a practical matter, 
find themselves doing the work of an 
assessor. 

* The proceedings of the symposium were pub- 
lished by the Tax Institute, Princeton, New Jersey. 


4. Departures from statutory standards 
often can be supported on sound 
grounds, because they often lay down 
only one test or standard for applica- 
tion to all classes of property, a patent- 
ly impossible situation. 

Lawyers and others who are under- 
standably accustomed to seeing constitu- 
tional and statutory mandates closely ob- 
served should be subjected to a thorough 
indoctrination before being allowed to 
venture trustingly into the property tax 
field. 


Valuation theory and fact 


Difficult problems inhere in all prop- 
erty taxes; the differences in the case of 
large corporate enterprise are largely a 
matter of degree rather than of kind. 
Consider a modern industrial complex, 
a vast of concentrated manufac- 
turing activity covering hundreds of 
acres. Located within its confines are 
significant manufacturing activities en- 
gaged in the production of the thou- 
sand-and-one products entering into an 
end product. There may be some build- 
ings constructed over forty years ago, 
others built yesterday and others under 
construction today. Some may be in ex- 
cellent repair; others are poorly main- 
tained. Some are well fitted for modern 
manufacturing techniques; other assets 
of the taxpayer may be obsolete and 
uneconomic. 

The statutes and constitution may tell 
the assessor that he is to assess this prop- 
erty at cash value, meaning the usual 
selling price at an arm’s length private 
sale. 

It is difficult enough for the assessor 
to effect an equitable assessment against 
adjacent residences, one forty years old, 
and one just completed. But at least he 
may consult recent sales records of com- 
parable properties, and almost certainly 
he will be successful in finding some 
similar transactions. 

But how often is a huge special-pur- 


area 


pose industrial plant sold; who is there: 
to buy. it? 

How would you go about determin- 
ing its “usual selling price’’? 
‘Little wonder, then, that 
turn in frustration and dismay from 
such narrowly prescribed legal standards 
to some other method of arriving at a 
value, though just what the nature of 
that value may be is something else 
again. 

Undoubtedly, the most commonly 
used valuation method in practice, both 
for industrial construction and for ma- 
chinery, equipment, and furniture, is 
that of reproduction cost net of allow- 
ances for depreciation and, perhaps, 
functional obsolescence. Implementation 
of this procedure requires the applica- 
tion of one or more of several available 
cost indexes to original cost to increase 
(or, in theory, decrease) the cost to cur- 
rent market value, followed by a reduc- 
tion to give effect to depreciation and 
occasionally for obsolescence. 

This method does permit the assessor 
to arrive at a value by mechanical com- 
putations. Since it is so extensively em- 
ployed, a brief look at some of its more 
obvious defects is justified. 


assessors 


Depreciation and obsolescence 


For one thing, it does not avoid the 
necessity for determining an allowance 
for functional obsolescence. Whereas 
physical depreciation can be determined 
within relatively narrow lanes of dis- 
pute, the loss in value attributable to 
advancing technology is quite another 
matter. Today, heavy industry does not 
go out and build multistoried structures 
for production purposes, though many 
companies are stuck with such buildings, 
often in excellent physical condition. 
But the machines which were fine for 
the upper floors forty years ago no 
longer exist, and the limited capacity of 
those floors, restricted heights, narrow 
bays, and the like, may severely restrict 
the economic utility of such structures. 
Yet the assessor comes in with his tape 
measure and indexes, and proceeds to 
determine the assessment. At this point, 
the taxpayer demands an allowance for 
obsolescence, and the neat mathematical 
certainty evaporates in a cloud of dis- 
putation. 

The fact is that many such structures 
would not be reproduced today under 
any circumstances. Clearly, then, there 
should be allowed as a reduction of 
their value a very significant amount 
for functional obsolescence. This, as- 
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all too often reluctant to 
grant. The situation is further compli- 
cated, of course, by the inherent diffi- 
culty of determining the value which, 


sessors are 


allowed for 
obsolescence. So the taxpayer (as well 


objectively, should be 
as the assessor) finding himself in a high- 
ly elastic area, often strikes for too 
much, and the assessor reacts by an in- 
flexible offer of too little. It might be 
added here that assessors are not only 
reluctant to grant allowances for obso- 
lescence, but are frequently reluctant to 
grant additional allowances for depre- 
ciation accruing in subsequent years, 
once a value base recognizing deprecia- 
tion as of a given year has been estab- 
lished. 


Reproduction cost 


Another pronounced deficiency of this 
method is its use in relationship to the 
“going-concern” value of the industrial 
When the Motor Car 
Company terminated operations at its 


owner. Hudson 
Detroit plant, the assessed value of the 
property significantly exceeded any pur- 
chase offer, and it eventually was sold 
much the 
assessment on the tax rolls. Now it may 
be that reproduction cost, less deprecia- 


for a lower amount than 


tion and obsolescence, might fairly have 
resulted in the actual assessed value of 
this plant. But it is very clear that the 
buildings had no such value except in 
the hands of Hudson as a going con- 
cern. Inevitably one must seriously in- 
quire whether this factor does not em- 
phasize another deficiency of this par- 
ticular valuation procedure. 

Again, how inherently dependable 
are the indexes used to determine cur- 
There are 
many such indexes: Marshall & Stevens, 
inc., E. H. Boeckh & Associates, Engi- 
neering News Record, and those pre- 
pared by companies based largely on 
their own experience, including such 
well-known ones as that of the Turner 


rent reproduction value. 


Construction Company and of Smith, 
Hinchman & Grylls Associates, Inc. To a 
certain extent, one may pick and choose 
these to find which best 
satisfies his purposes. Each is made up of 
differing cost include 
Others 
overhead, 
labor, and profit. Some few weigh in- 


among one 


factors. Some 
brick, 
considerations of 


only mortar, and _ steel. 


bring in 


tangibles as well as tangible considera- 


tions, giving effect to competitive 


bidding and current economic condi- 
tions affecting the labor market, mar- 
ginal businesses, and the like. But it 


hardly takes a specialist to perceive that 
once an assessor has chosen a particular 
schedule, however self-serving it may be, 
its cancellation by appeal boards or the 
courts is most unlikely. 

The foregoing emphasizes the difh- 
culty of applying the single most com- 
monly employed method of assessment 
to typical industrial situations. Applica- 
tion of the same standard often is made 
to residential real estate, especially of 
the more unusual types, such as man- 
sions of the early 1900’s or current cus- 
tom-built structures. When this is done, 
the 
though to a lesser degree. 


same problems are encountered, 


Equalization 

Equalization, in all its complex rami- 
fications, is also a general problem but 
particularly acute with respect to indus- 
try. The equalization of real and _ per- 
sonal property valuations is required by 
the laws of most states. In Michigan, for 
example, equalization at the state level 
is required by law and the values thus 
equalized become the tax base for all 
purposes. In _ other equalized 
values may be used only for such limited 
the distribution of state 
aid. The equalized valuations are not 
used for municipal, school, and other 
local property taxes. 


states, 


purposes as 


The equalization process requires at 
least the theoretical adoption of a uni- 
form standard of valuation by the equal- 
izing body. And here again we are pre- 
cipitated into the problem of determin- 
ing values. But the difficulty is broader 
here. What happens after a uniform 
standard has been applied and the level 
of assessments in one taxing unit is 
found to be higher or lower on average 
than in How, 
equalization actually put into effect? 

One common method often is termed 
“bulk” equalization. This is the require- 
ment of a flat percentage increase in all 
individual assessments in the substand- 
ard unit. This adds insult to injury, for 
it further penalizes those already assessed 
higher than others by the local assessor, 
and, conversely, increases the advantage 
of the locally favored taxpayers. 

Even where blanket increases are not 
made, it is usually within the assessor’s 
province to decide which specific assess- 
ments require an upward adjustment. 
Such an increase may exceed the impact 
of horizontal or bulk equalization, since 
it is being applied in its entirety to a 
limited number of properties. This is, 
of course, fine so long as those getting 


other units. that is, is 
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the increase are the ones which were too 
low in the beginning. But since asses- 
sors, too, are imperfect beings, it often 
happens that a taxpayer whose assess- 
ment already is at or above its proper 
level is slapped with an indefensible in- 
crease. 

This is the type of assessment error 
which could happen to any taxpayer. 
When the victim is a large industrial 
corporation—a not infrequent happen- 
ing—the impact can be very serious since 
the dollar assessment involves a signifi- 
cant amount of additional tax. 


Appeals 


A third trouble area is the difficulty 
of securing relief on appeal to adminis- 
trative boards or courts even where an 
assessment reduction appears to be war- 
ranted. Any grass-roots property tax man 
who has sat at a local board of review 
meeting listening to appeals by resi- 
dential taxpayers and small 
proprietors with cases often meritorious 


business 


on their facts and almost always emo- 
tionally touching to an elected board, 
recognizes the problem he poses when, 
armed with a fine legal case, a polished 
presentation, but without a substitute 
plan for replacing the taxes he would 
be relieved of, and without weight at the 
polls, he asks that his corporation's 
assessment be cut 15, 25, or 50 per cent. 

If th« appeal is carried further, the 
appellate boards may recognize the merit 
of the corporate case, but they too, face 
profound practical problems of wreak- 
ing havoc with local finances, determin- 
ing whether a sound case in fact has 
been made when measured against the 
difficult test of uniformity, and facing 
the danger of establishing a precedent 
which conceivably might lead to a flood 
of subsequent appeals. 

What, then, of the courts? Perhaps 
the most telling commentary“is that they 
do not welcome the task of becoming 
local property assessors. Thus, absent 
actual or constructive fraud, they most 
often leave the appellant to find relief 
with the assessor and administrative 
boards. 

Appeals often present the conflict be- 
tween uniformiity and the achievement 
of an absolute standard of assessment. 
An injured taxpayer may, for example, 
claim that he is assessed at true value, 
and seek to have all others raised to the 
same statutory or constitutional level. 
Faced with this problem, appeal bodies 
usually have held that the appellant's 
maximum entitlement is the reduction 
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of his assessment to the common or uni- 
form level. But even this is subject to 
significant exceptions. Note, particular- 
ly, the recent movement in New Jersey 
toward the requirement of assessment 
level. And in a 1960 
Massachusetts Appellate Tax Board de- 
Corp. v. 
Yarmouth, the appellant was denied re- 


at the full-value 


cision, Lenslite Assessors of 
lief on the basis that its assessment did 
not exceed true cash value. The Board 
determinative, and 
itself with whether 
the taxpayer’s assessment exceeded the 


considered _ this 


would not concern 
35 per cent admitted level of assessment. 

This is not to say, of course, that re- 
denied by 
must be concluded that 


lief is invariably 
But it 


the taxpayer has an uphill fight, particu- 


appeal 


bodies. 


larly where a significant amount of tax 
is at stake. The case must be eminently 
sound, thoroughly prepared, and prop- 
erly presented to have even a fighting 
chance of success. 

There are few problems indeed, in the 
field of assessment standards, which are 
unique to corporations. By and large, 
different 
problem, but only a bigger one. How- 


the corporation has, not a 
ever, there are aspects of assessment, 
largely intangible, which a large corpo- 
ration faces to an unusual extent. It is, 
first of all, an artificial legal entity with 
no balloting privilege. Further, it repre- 
sents a large concentration of taxable 


values. This combination creates an at- 
tractive target for one who must, to 
exist, maintain the goodwill of the 


residence-owning electorate. Often, too, 
the same result is obtained by those 
who assume that theirs is a classified 
property tax system even though there 
be no legal basis for such a conclusion; 
they may feel with complete honesty 
that nonproductive property should be 
assessed at a lessor ratio to full value 
than income-producing assets. In either 
instance, the result is to load the corpo- 
ration with more than its legal share of 
the taxing unit’s revenue burden. Such 
a statement can be made, if at all, only 
with grave misgivings, for the attribu- 
tion of political motivation to any class 
of public officers is a hazardous under- 
taking. Yet, in this context, the political 
motivation is both widely recognized 
and generally admitted. Neither pique 
nor recrimination marks this recognition 
of political motive; it is simply that no 
objective analysis of assessment problems 
could be honest or complete without it. 

This subject should not be left on a 


negative note. There are bright aspects 
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to the picture. Assessing officers are 
reaching a new high level of ability. 
Such professional organizations as the 
International Association of Assessing 
Officers lead in setting high standards; 
what is perhaps more significant, they 
also provide educational opportunities 
to their membership to enable them to 
achieve those standards. And where it is 
not possible to have a fully trained staff 
in the assessing office, more and more 
jurisdictions are turning to cooperative 
equalization staff personnel and _pro- 
fessional appraisal firms for competent 
technical assistance. 

Another interesting and promising de- 
velopment is typified by New Jersey's 
recent legislative recognition that local 
practice in property tax assessments will 
outweigh tomes of law. The New Jer- 
legislature provided that county 
assessments need not be at full value; 
rather, counties may assess real prop- 
erty at a level of their choosing between 
20% and 100% of full value in multi- 
ples of 10. The percentage adopted will 
be a matter of public record. This 
should be a help to the taxpayer who 
feels that he is the subject of discrimina- 
tion; at least he has a nominal standard 
line which to build his 
case. And while putting such matters in 
writing will never, in and of itself, ac- 
complish the end result, it nevertheless 
constitutes a positive step. 

Finally, all of us would do well to 
temper our judgments with the wisdom 
of a great judge of the United States 
Supreme Court, as we ponder the vicis- 
situdes of the tax man and the apparent 
vagaries of assessors. Mr. Justice Car- 
“The assessor’s task 
least erroneous 


sey 


as a base on 


dozo is to 


answer to 


wrote: 
find the an 


unanswerable problem.” 


Congress will study use taxes 
on interstate commerce, too 
IN THE WAKE of the Northwestern Ce- 
ment case (358 U.S. 450) Congress not 
only passed a stop-gap law limiting the 
right to states to tax income of inter- 


New state & 





Assembler and importer of specialized 
equipment must pay use tax on full 
value. Louisiana imposes a use tax of 
2% of the “cost price” of articles of per- 
sonal property coming to rest within the 
state. Taxpayer was in the business of 


servicing oil wells throughout the 


local decisions 


state business, it set up a committee to 
study the whole problem and report in 
1962. When the Scripto case (c) (362 
U.S. 207) came down, there was an out- 
cry for a similar Federal ban to pre- 
vent the states from requiring withhold- 
ing of use tax on interstate sales. Con- 
gress has taken no action on that de- 
mand but has broadened the scope of 
the study now being carried on. H.R. 
4363 (P.L. 87-17) directs the Senate and 
House Committees, working together or 
separately, to “make full and complete 
studies of all matters pertaining to the 
taxation of interstate commerce by the 
States .. . or any political or taxing sub- 
division” thereof. That directive ought 
to be broad enough to cover anything 
the states or Supreme Court have in 
mind for some years to come. bs 


Connecticut changes rules for 
corporate income apportion- 
ment 


RoyALtiEs are no longer to be allocated 
to the state in which the corporation 
has its principal place of business. They 
will be included in apportionable in- 
come in computing the Connecticut 
business tax is based on net income. 
Another change in the law revised the 
gross receipts fraction used for appor- 
tionment of income between Connecti- 
cut and other states in which the tax- 
payer Apportionment to 
Connecticut has long been made in ac- 
cordance with a three-fraction formula: 
payroll to total payroll, 
Connecticut property to total property, 
and Connecticut gross receipts to total 
gross receipts). The gross receipts frac- 
tion is now changed to include in the 


operates. 


Connecticut 


numerator (Connecticut gross receipts) 
receipts from sales chiefly negotiated 
and executed in Connecticut, receipts 
from services performed to Connecticut, 
rents and royalties from property situ- 
ated (or copyrights or patents used) in 


Connecticut, and all other receipts 
earned in Connecticut not otherwise 
allocated or apportioned. w 


United States. It purchased component 
parts and assembled special equipment 
at its principal place of business, in 
Oklahoma, and certain of this equip- 
ment then to rest in Louisiana. 
Taxpayer conceded that a use tax was 
payable, but contended that the tax base 


came 


meet 
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should be only the cost price of the com- 
ponents, since that would have been the 
tax base if the assembling had taken 
place within the state. Any other rule, 
taxpayer asserted, would unfairly dis- 
criminate against persons conducting 
activities outside the state as opposed to 
persons conducting the same activities 
within the state. The court rejects this 
argument, saying that the incidence of 
taxation is the coming to rest of the 
property within the state. “The proper 
comparison would be between the use 
tax on the assembled equipment and a 
sales tax on the same equipment if it 
were sold. What takes place before the 
fabricated product leaves interstate com- 
merce and enters the State of Louisiana 
to rest is not within the contemplation 
of the statute except for the determina- 
tion of cost price. Labor and shop over- 
considered 


head are to- 


gether with other items as a basis for 


incidentally 


arriving at cost.” Similarly, the court re- 
jects taxpayer’s argument as to certain 
other equipment imported by it that 
imposition of the Louisiana use tax 
would be unconstitutional since it would 
be within the isolated sales exception to 
the sales tax if it had been purchased 
the state. The court holds that 
‘the exemption of an isolated sale from 


within 


the provisions of the sales tax applies 
strictly to sales within the State of Louis- 
iana; it has no effect whatsoever on any 


transaction without the state,” and in 


this ‘“‘we find no discrimination nor de- 
privation of property without due proc- 
law.” Halliburten Oil Well Ce- 
menting Co., Louisiana Sp. Ct., 2/15, 
61 


ess of 


Holding property outside state was not 
“engaging in business” there. The Wis- 
consin income tax statute provides that 
persons engaged in business within and 
without the state shall be taxed only on 
such income as is derived from business 
transacted and property located within 
this state.” An apportionment formula, 
based on ratios of property, cost of 
manufacturing and sales, is provided. 
For certain years, taxpayer was engaged 
in the business of brewing and selling 
beer and made all sales within the state. 
lt claimed the benefit of the apportion- 
ment formula (which would, of course, 
have the effect of reducing its taxable in- 
come) on the ground that it was also 
engaged in business without the state. 
In support of this contention it pointed 
to the facts that (1) it distributed its 
beer in returnable containers, kegs and 


bottles, which it owned and which were 
located all over the United States and in 
other countries, (2) it owned advertising 
signs and coolers throughout the United 
States, and (3) it owned furniture, fix- 
tures, and automobiles used by salesmen 
and divisional managers outside the 
state. Taxpayer did not rely upon the 
activities of such salesmen and managers, 
and the record was silent as to the na- 
ture of their activities. The court rejects 
the argument that merely having busi- 
ness property located outside the state 
constitutes doing business outside the 
state. While it agrees that “engaged in 
business” means something less than a 
standard that would require a license, 
still it holds that not every “activity” 
constitutes engaging in business within 
the meaning of the Wisconsin statute. 
The court is careful to point out that 
its holding is limited to the meaning of 
the Wisconsin statute. It finds no in- 
compatability between its construction 
of the phrase “engaged in business” and 
the fact that property located outside 
the state is one of the elements of the 
apportionment formula. As to certain 
other years, it was conceded that tax- 
payer was engaged in business both 
within and without the state. As to such 
years, the court holds that the Wiscon- 
sin statute taxes only that part of the 
income determined under the appor- 
tionment formula, regardless of whether 
the balance of such income is taxed by 
other states or could be under the stat- 
utes of such other states. It is not neces- 
sary that 100% of the income be sub- 
jected to state taxation. “It is no con- 
cern of Wisconsin that some of the net 
business income may be allocated out of 
the state where, because of different tax- 
ing laws or the absence of them, it is not 
taxed.” The court also disapproves the 
taxing authority's allocation of property 
(one of the factors of the three-factor 
apportionment formula) on the basis of 
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sales and/or manufacturing, since this 
would have the effect of reducing the 
three-factor formula to a_ two-factor 
formula. “The Department is bound to 
use the statutory method even though 
another method may appear more con- 
venient or expedient to it.” The prop- 
erty allocation method adopted by tax- 
payer, based upon averages, was a “‘fac- 
tual and sound equitable basis upon 
which to locate,” since “exact precision 
in the apportionment of income is not 
required.” Blatz Brewing Co., Wis. Sup. 
Ct., 3/7/61. 


State may limit personal income tax de- 
ductions to residents. Taxpayer, a Geor- 
gia resident engaged in the hotel busi- 
ness in Georgia and North and South 
Carolina, filed a nonresident income tax 
return in North Carolina on which he 
claimed a proportionate share of his 
non-business deductions. Although the 
North Carolina statute specifically 
denies non-residents personal deduc- 
tions, taxpayer asserted that this pro- 
vision was unconstitutional as an arbi- 
trary discrimination. The court rejects 
this contention, relying principally on 
the following language from the opin- 
ion of the U. S. Supreme Court in Shaf- 
fer v. Carter, (252 U.S. 37):“As to resi- 
dents it [a state] may, and does, exert its 
taxing power over their income from all 
sources, whether within or without the 
state, and it accords to them a corre- 
sponding privilege of deducting their 
losses, wherever these accrue. As to non- 
residents, the jurisdiction extends only 
to their property owned within the 
state and their business, trade, or pro- 
fession carried on therein, and the tax 
is only on such income as is derived 
from those sources. Hence there is no 
obligation to accord to them a deduc- 
tion by reason of losses elsewhere in- 
curred.” Stiles, North Carolina Sp. Ct., 
2/17/61. 
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Tax benefits of Section 346 liquidation 


clouded by unclear purpose of law 


by FERDINAND P. SCHOETTLE, JR. 


Although the statutes have-long provided capital gains treatment for partial liqui- 


dations, the courts never succeeded in creating a satisfactory definition and the 


attempted clarification in the 1954 Code, intended to codify the case law, and to 


add a new two-business rule, is still a tangle of complexities. Mr. Schoettle analyzes 


the regulations and the few rulings on Section 346 and sees in them a reflection of 


the lack of a clear concept of the partial liquidation and why it deserves special 


treatment. 


HE TAX PLANNER looking to capital 
Lea treatment of distributions in 
partial liquidation under Section 346 
faces two groups of court decisions: 
those affecting tax at the corporate level 
and those affecting tax at the sharehold- 
er level. And the rub is that, despite 
their vastly different effects it is almost 
impossible to separate them into distinct 
groups. 

Che practical tax planner is forced to 
look to Congressional intent; Despite;the 
fact that tax favor for certain types of 
corporate contractions pre-date the 1954 
Code, 1954 Section 346 


created it was still extremely difficult to 


when the was 
distinguish between partial liquidations 
and distributions essentially equivalent 
to a dividend. 

A number of early cases utilized a 
“corporate contraction” only as evidence 
of a non-tax-avoidance motive. Among 
more recent cases, some can be selected 
which are usually classified under the 
heading of corporate contraction. When 
these cases are analyzed they seem to dif- 
fer from the usual dividend cases only 
as to the percentage of net worth dis- 
tributed and in the seemingly irrelevant 
fact that stock had been surrendered to 
the corporation. Were these holdings 
justified under .a statute which called for 
dividend treatment for distributions “es- 
sentially equivalent” thereto? Perhaps 
the greatest support for these decisions 
can be found in the choice of the words 
“partial liquidation” to denote those sit- 


uations which’ Congress has intended 


to favor with capital gain treatment. 

It is and 
courts were able to reason that a divi- 
dend was a distribution in the ordinary 
course of business and should be regard- 


easy to see how counsel 


ed as “income” both for tax and corpo- 
rate parlance, while a paxtial liquida- 
tion involved a corporate,; contraction 
and. was properly considered:a “return 
The regulations of the 
Treasury, indicating that the question 
was largely one of “fact,” did little to 
provide guidance. Finally, the reasoning 


of ; capital.” 


of the courts received some support in 
the capital gains concept itself—since the 
distributions involved in a “corporate 
contraction” often represented earnings 
accrued over a period of years it might 
have been thought that capital gains 
treatment was intended,, 

Whatever the support for these hold- 
ings, there were many who thought the 
irrelevant 
tax liability. In addition all seemed to 


distinction as a measure of 
agree that prior law was confusing. It 
was left to the framers of the Internal 
Revenue Code of 1954 to resolve the 
problem. Two possible avenues were 
open: the “corporate contraction” con- 
cept could have been rejected, or Con- 
gress could have attempted to evolve a 
statute which would more easily delin- 
eate. those transactions which were in- 
tended for capital gain treatment. The 
latter course was chosen. 

Section 331 gives capital gain treat- 
ment to distributions iti “partial liqui- 
dation;” Section 346 defines the term. 


According to Section 346(a) a partial 
liquidation is (1) one of a series in com- 
plete liquidation, or (2) a distribution 
not essentially equivalent to a dividend 
and in accord with a plan adopted with- 
in a limited time. Subsection (b) adds 
that a distribution will be treated as 
meeting the non-dividend and time re- 
quirements of (a)(2) if it is attributable 
to a corporation’s ceasing to conduct 
one of at least two trades or businesses 
it has actively conducted for five ‘years, 
provided it continues to operate the 
other. 

A distribution “not essentially equiva- 
lent to a dividend” is not a self-defining 
term: some effort must be made to deter- 
mine what transactions Congress intend- 
ed to include within the ambit of sub- 
section (a). When the bill which later 
became the Internal Revenue Code of 
1954 was introduced into the House of 
Representatives only subsection (b) was 
included. In adding subsection (a), the 
Senate Report stated: 

The general language of the proposed 
draft would include within the defini- 
tion of a partial liquidation the type of 
case involving the contraction of the 
corporate business. Such as for example, 
cases which hold that if the entire floor 
of a factory is destroyed by fire, the in- 
surance proceeds received may be dis- 
tributed pro rata to the shareholders 
without the imposition of a tax at the 
rates applicable to the distribution of a 
dividend, if the corporation no longer 
continues its operations to the same ex- 
tent maintained by the destroyed facil- 
ity. Voluntary bona fide contraction of 
the corporate business may of course 
also qualify to the same extent as under 
existing law.1 

Thus, the existing law of corporate 
contraction—whatever it may have been 
—was continued. Why Congress chose to 
this “law” is 
in terms of legislative purpose. Perhaps 
some illumination can be gained by in- 
vestigating those situations which Con- 
gress has defined as partial liquidations 
in Subsection (b). 


continue not self-evident 


Two businesses rule 

The central core of Subsection (b) of 
Section ,346—the two preexisting busi- 
nesses. rule—is itself a difficult-mandate 


to administer. Is every separate opera- | 
tion into which a corporation enters ay 


trade or business which has been 


of Section 346? 
1 Old 68. 
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[he Treasury Regulations provide 
“TA] trade or, business consists,,of 
a specific existing group of activities be- 
ing carried on for the purpose of earn- 
ing income or profit only from such 
group of activities, and the activities in- 
cluded in such group must include every 


that: 


operation which forms a part, or a step 
in, the process of earning income or 
profit from such group.” Logically, the 
investment of funds in securities would 
seem to constitute an active business. 
However, the Regulations specifically 
provide that the holding of property for 
investment purposes does not constitute 
an active business. Perhaps the purpose 
of this requirement is merely to deny 
partial liquidation treatment to those 
corporations which normally invest their 
idle cash in investment property. The 
Commissioner may have reasoned that 
almost every money-making operation re- 
sults in funds which are temporarily idle, 
that these funds are often invested, and 
that it was not the intent of Congress 
to allow every distribution attributable 
to the sale of such assets to receive the 
favorable treatment allowed by Section 
346. If such were the proper rationale 
supporting this exclusion, it seems that 
nonincidental “investment activities” if 
and on a_ large 
enough scale would be included within 


the concept of “partial liquidation.” 


done continuously 


Revenue rulings 

It is mot clear whether the revenue 
rulings have adopted this distinction. In 
Revenue Ruling 56-554, a bank, through 
loan foreclosures, had acquired real es- 
tate and other assets of speculative value. 
Che leased either. for 
grazing or for oil and gas exploration. 
The stock of a wholly owned subsidiary 
which held these assets was allowed to 


real estate was 


be spun off. In a second revenue ruling, 
allowing a bank to spin off the stock of 
corporation owning certain assets, an 
attempt was made to distinguish between 
investment assets. 
The of .sub- 
stantial amounts of real estate, mineral 
rights in rural land, a 27% interest in 
in insurance partnership, and the capi- 
tal stock of three nonbanking corpora- 
tions. All except the first were denom- 
inated and the rev- 
enue ruling considered the question of 
whether the spin off could be allowed 
despite this fact. The spin off was per- 
mitted because the “investment assets” 


and non-investment 


assets involved consisted 


investment a ssets, 


constituted only 20x of the total net 
worth of 175x. 


A few rulings seem in disagreement 
with the bank rulings. Revenue Ruling 
57-464 deals with five rental properties 
which a corporation desired to spin off. 
The assets consisted of: the corporation’s 
old factory and a small office building 
appurtenant thereto; a two-story duplex 
building constructed in 1950 at a cost of 
200x; a five-room frame house construct- 
ed in 1951 for 50x; and a house ac- 
quired in 1955 for 70x and then occu- 
pied by the sister-in-law of the president 
of the corporation. These assets had a 
book value of 430x. The assets of the 
manufacturing corporation, including a 
new factory building, had a book value 
of 1300x. The service disallowed Section 
355 treatment on the ground that the 
holding of these assets did not consti- 
tute the operation of a separate business. 
Emphasis was placed not only upon the 
fact that the operation of a trade or 
business contemplated the payment of 
expenses as well as the receipt of in- 
come but also upon the circumstance 
that the property—while yielding a gross 
income of 20x—yielded little net after 
the deduction of expenses. Moreover, 
the assets were seen as having been ac- 
quired either for investment or for the 
convenience of the employees. On the 
other hand, another ruling (58-164) al- 
lowed a corporation engaged in selling 
textile products to engage in a divisive 
reorganization. The asset separated con- 
sisted of an eight-story loft building 
which the corporation had purchased 
ten years previously; for five years 60% 
of the space had been leased; and for 
twoxyears 100% of the space had been 
leased. Unlike previous rulings which 
have made mention of the expenses in- 
volved and the magnitude of the mana- 
gerial activities, no mention of this was 
made—the ruling reveals only that the 
gross rental income was $135,000 and 
that the net income was 
And in Revenue Ruling 56-512, a corpo- 
ration engaged in the paper business 
also owned mining property which it 
leased on a royalty basis. Only minor 
payroll and executive expenses had been 
incurred and the net income was sub- 
stantial. The ruling held that the dis- 
tribution of these assets would not con- 
stitute a partial liquidation. Perhaps the 
result turned on the fact that the assets 
distributed were only a portion of the 
assets carried on the corporate balance 
sheet under the heading “timberlands.” 
Howéver, pulp-producing property 


substantial. 


would be necessary for the operation of 
the paper business and the leasing of 
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[Ferdinand P. Schoettle, Jr. is law clerk 
to Judge Learned Hand. This article is 
adapted from a longer fully footnoted 
version which appeared in the May 1961 
issue of the University of Pennsylvania 
Law Review.]} 





mining lands seems no more an “invest- 
ment activity” here than that involved 
in the bank rulings. 


Separateness 


If an attempt to rationalize these rul- 
ings results in failure, it may be because 
the Treasury has been unable to find 
any clear line delineating “investment” 
from the operation of a trade or busi- 
ness. The Treasury’s efforts to distin- 
guish what constitutes a “separate” trade 
or business have been but little more 
illuminating than the effort to define 
investment activities. Separateness could 
be considered to impose a requirement 
that the businesses be distinct either 
physically, or functionally, or both. If a 
corporation is engaged in the manufac- 
ture of two separate products at differ- 
ent — factories distributes them 
through different sales forces, it is ob- 
vious that the corporation is carrying on 
two businesses. A more difficult, problem 
arises when the corporation carries on 


and 


similar activities at different locations; 
this question has been squarely resolved 
in favor of separateness—at least where 
the activities at the 
complete within themselves. In Revenue 
Ruling 57-334, a corporation organized 
for the purposes of building, owning, 
and leasing real estate, held three build- 
ings. Building A yielded an annual rent- 
1944, had a 
fair market value of 160x, and a mort- 
gage of 100x. Building B, acquired in 
1947, yielded 8x rental, had a mortgage 
of 40 x and a fair market value of 70 x. 
Building C was purchased in 1952 and 
had a fair market value of 21x, a mort- 
gage of 14x, and a rental of 3x. The cor- 
poration proposed to distribute building 
A, which was located in a different city 
from buildings B or C, to its stockhold- 
ers. The Service ruled that the separate 


two locations are 


al of 20x, was acquired in 


business requirements of Section 346 
had been satisfied. 

Whatever may be the merits of aliow- 
ing separate business treatment to func- 
tionally identical activities carried on at 
different locations, it is clear that ex- 
tremely difficult judgments arise in at- 
tempting to apply the requirement of 
separateness to various fact situations. 

Another requirement which can give 
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rise to difficult judgments is whether the 
separate business has been carried on 
for the requisite five years. In Revenue 
Ruling 57-492, a company refining and 
petroleum products had 
since 1947 engaged in exploring for oil. 
Drilling commenced in 1953. In 1954 
when oil in commercial quantities was 


distributing 


found a subsidiary corporation was 
formed. The Service held that the five- 
year requirement had not been met since 
1947 to 1954 had been 
largely preliminary and had not been 
producing income. The apparent criteria 
offered by this revenue ruling—that the 
active five-year business requirement pre- 


the work from 


supposes a going concern—is weakened 
by Revenue Ruling 57-126. There a co- 
operative fresh-fruit marketing associa- 
tion had done “very little fruit business 
from 1951 to 1956,” largely because of 
the effect of earlier frosts. In 1951 the 
association began a cotton compressing 
operation. The Service ruled that a 
1957 spin off had satisfied the separate 
business requirement. The separate iden- 
tity of the fresh-fruit division had been 
maintained and full-scale operations had 
been resumed. 

It appears that Section 346 has not 
succeeded in clarifying pre-1954 law. In- 
deed, even determining the relation that 
the criteria of Subsection (b) bear to 
Subsection (a)’s more general mandate 
is difficult. The only proposition clearly 
supported is that not all pro rata dis- 
tributions will be considered dividends. 
Subsection (b) itself, however, imposes 
sO many requirements that it can be per- 
suasively argued that compliance with 
its technicalities should be the sole route 
to partial liquidation treatment of pro 
rata distributions. 


Rationale unclear 

The present Section 346 seems to have 
answered none of the arguments of those 
who did not favor the “corporate con- 
traction” The technical re- 
quirements of Subsection (b) demand 
dificult administrative judgments and 
would seem to be appropriate as lines 
distinguishing different rates of taxation 
only if some rationale could be offered 
in their support. 


conc ept. 


It would be hoped that this rationale 
could be found by resort to the writ- 
ings of those members of the bar most 
closely associated with Congress in the 
revision of subchapter C. Congress has 
delegated to the tax bar a large measure 
of responsibility in the formulation of 
Subchapter C. In addition to the Sub- 
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chapter C Advisory Group established by 
Congress, the American Law Institute 
has been engaged in a long-range pro- 
ject aimed at presenting concrete pro- 
posals to revise the Internal Revenue 
Code. Although the membership of the 
ALI group differs from that of the ad- 
visory group, the former’s proposals are 
substantially identical to those of the 
latter. The proposals of the ALI, how- 
ever, are fully documented and therefore 
provide a better basis for discussion. 


ALI proposals 


The ALI. has vacillated upon the 
proper treatment of partial liquidations. 
In 1952 it assumed the position that any 
pro rata distribution should give rise to 
dividend treatment: 

“It is very doubtful if the contours of 
a contraction test can be prescribed with 
any measure of success. But even if we 
assume that we can define ‘contraction,’ 
what is its relevance? By hypothesis the 
corporation has accumulated profits and 
is distributing cash representing some of 
these profits. The corporation does not 
intend to conclude its existence, for the 
distribution is not one of a series of dis- 
tributions in complete liquidation of the 
corporation. The shareholders remain as 
shareholders, their initial investment is 
still intact, and their relationships to 
the corporation and each other have not 
been altered. In such a setting, the dis- 
tribution of cash should be treated for 
what it is—a distribution of profits. The 
activity at the corporate level which pro- 
duced the cash and the motivation be- 
hind its distribution are not matters 
which should affect this conclusion.” 

When this position was subsequently 
abandoned the ALI offered no reasons 
of tax policy or equitable taxpayer treat- 
ment to support the abandonment but 
merely stated that it was “felt that where 
a substantial part of the business opera- 
tions is liquidated, the resultant distri- 
bution, even though pro rata, should re- 
ceive capital gain treatment.” The ALI 
then indicated that such treatment was 
justified only where the distribution in 
partial liquidation bore a much closer 
resemblance to a complete liquidation 
than to an ordinary distribution. The 
problem for the ALI thus became “one 
of finding a workable statutory defini- 
tion of partial liquidation embodying 
this approach.” The ALI proposed al- 
ternative criteria for events meriting 
contraction treatment. 

Under the ALI’s first approach, any 
distribution constituting 50% of the net 


worth of the corporation, that was pur- 
suant to a plan to reduce the business | 
of the corporation and attributable to a 
reduction of the active business of the 
corporation, would be considered an 
event meriting capital gain treatment. 
As their second “test,” the ALI proposed 
that the five-year-separate-business _re- 
quirement be retained with the proviso 
that the distributions attributable to the 
termination of the discontinued business 
constitute at least twenty per cent of net 
worth. 

Having stated the rules, the- ALI then 
sets about delineating the “active busi- 
ness” concept. The term is left without 
definition “because of the difficulty of 
defining with precision a test phrased in 
such terms.” Regulations are foreseen 
which would exclude investment activi- 
ties, but would include assets not used 
to earn income directly, as long as the 
distribution was attributable to a reduc- 
tion in business activities. Exactly what 
constitutes a reduction of business is un- 
clear. Liquidation of a captive mine 
previously used to provide raw materials 
would not constitute such a reduction of 
business if raw materials were subse- 
quently purchased from outside sup- 
pliers; discontinuance of research activi- 
ties would constitute such a reduction. 
The ALI notes, however, that the “Serv- 
ice and the courts may perhaps tend to 
be lenient with this type of vague gen- 
eral requirement” where the 50% test 
has been satisfied. 

The ALI group next moves to the 
problem of distinguishing cash which 
was required in the liquidated business 
from that which would formerly have 
been available for distribution. They 
note that no satisfactory formula was 
found and therefore leave the develop- 
ment of criteria to the courts and the 
Service on a case by case basis. The ALI 
frankly admits that it has been unable 
to determine any means of deterring 
those who plan transactions so as to fall 
within the partial liquidation classifica- 
tion or who act to expand after the so- 
called contraction. 

Perhaps the greatest deficiency of the 
ALI proposals is the failure to articulate 
the reasons—policy or otherwise—for the 
“feelings” of those members of the ALI 
who favored the “corporate contraction” 
as an event meriting capital gains tax 
rates. The consequences of this failure 
aré apparent in the proposed draft: dif- 
ficult determinations are not made— 
they are left for resolution by the courts. 
Distinctions without any apparent mean- 
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inglulness are made determinative of 
taX consequences. 


The partial liquidation concept 


Justification for partial liquidations 
might be made by parity of reasoning 
with the treatment of complete liquida- 
tions. According to this argument, the 
liquidation of the business of a single 
corporation would give rise to gain to 


ss | be taxed at capital rates; a single corpo- 
tt | ration with two businesses should not 
be treated dissimilarly, for the two busi- 
n | nesses could have been separated in the 
j- | years of their inception. The argument 
it } does not bear analysis: the liquidation 
ff | concept is not predicated upon the 
n } liquidation of the “business” but of the 
n | corporation; a single corporation differs 
i- |) markedly from two separate corpora- 
d } tions. Moreover, the treatment of com- 
1e | plete liquidations as transactions to be 
c- f taxed at other than ordinary income tax 
at Prates seems justified largely upon the 
n- | cround that not to so treat it would give 
ne | rise to undue disparity between the tax 
ils | weatment of the stockholder who sold 
of | his stock shortly before the liquidation 
se- | and the taxpayer who awaited the liqui- 
Pp dation. 
vi- \ final weakness in this argument— 
mn. | and in the present Code’s approach—is 
ry- | the unfortunate result which its adop- 
10 } tion is likely to have in influencing busi- 
n- | ness decisions. If corporations which 
est Phave “two businesses” are allowed to 
liquidate one business and distribute 
he fF funds to their shareholders at capital 
ch Pgain rates, the tax laws would in effect 
ess | provide a reward for the diversification 
ve | of corporate businesses. 
ey | Is there any other ground which can 
vas be urged in support of preferential treat- 
yp- # ment of partial liquidations? Two argu- 
he ments can be offered: first, allowing 
LI | capital gain treatment of partial liqui- 
ble } dations may have a salutory effect in 
ing | giving corporations more freedom in dis- 
fall | posing of unneeded assets; second, such 
ca- } treatment would take some of the pres- 
so- | sure off the sale or merger of the entire 
orporation as the only sure route in 
the certain situations to the realization of 
ate | accumulated corporate earnings at capi- 
the f/tal gain rates. 
\LI 
vn” ) Possible solutions 
tax | If Congress should decide to encour- 
ure } 4ge a corporation’s not retaining assets 
dif- } beyond the point where their retention 
le— | 1s of real use to the business, and also 
irts. | desires to find an alternative route fon 








pro rata stockholder enjoyment of ac 


cumulated corporate earnings at capital 
gain rates, what type of statute should 
be drafted for this purpose? The great- 
est difficulty encountered in any attempt 
to draft a statute dealing with partial 
liquidations is to prevent the partial 
liquidation from becoming a substitute 
for dividends. 

It seems doubtful that a statute can 
stop machinations and at the same time 
give some validity to the partial liquida- 
tion concept. The present statute does 
nothing to prevent such transactions, 
but only provides a mass of technicali- 
ties which may operate to trap the un- 
wary. A general statute such as that of 
the pre-1954 law might be adopted, but 
since the distinction between partial 
liquidations and dividends is tenuous at 
best it does not seem that such a pro- 
vision could be rationally applied by 
the courts. 

The ALI’s approach, requiring that 
some percentage of the worth of the cor- 
poration be distributed, might be util- 
ized. By selecting 50% of net worth the 
ALI believed that it had selected trans- 
actions requiring such a disruption of 
the corporation’s business that the par- 
tial liquidation would not be utilized 
as the usual route for the distribution of 
earnings and profits. While this might 
be true for some corporations, it is cer- 
tainly not true for all—for example, the 
real estate company involved in the 
revenue ruling discussed above could 
distribute 50% of its net worth with 
nothing more drastic than a paper trans- 
action. To avoid the complete abroga- 
tion of dividend taxation the statute 
should contain a provision which taxed 
at dividend rates the undistributed earn- 
ings and profits for a stated number of 
years preceding the partial liquidation. 
Even then it would seem that there 
would be those who would obtain ad- 
vantages from the existence of the par- 
tial liquidation. However, these advan- 
tages would be more nearly equivalent 
to those obtained from the sale of stock. 

Should the statute have an indepen- 
dent requirement that there be a “true 
contraction” of the corporate business, 
or that the transaction not be planned 
solely to avoid the payment of taxes? 
Such requirements when added to the 
throwback suggested 
might act as an added deterrent to those 
who merely accumulated funds for the 
purpose of later engaging in.a partial 
liquidation. The difficulty with the latter 
mandate is administrative—any require- 
ment phrased either in terms of “busi- 


approach above 
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ness purpose” or “tax-avoidance motive” 
is extremely difficult to administer and 
might often result in erroneous court 
determinations. 

On the other hand, a limited require- 
ment that there be a “true contraction” 
of the corporate business could be ar- 
ticulated in more nearly objective form. 
A lead can be taken from Estate of 
Charles D. Chandler (22 TC 1158, 1954), 
where a corporation operated a general 
department store. When the manager 
decided to resign, the store was sold and 
a ladies’ ready-to-wear store was opened. 
When 50%, of the outstanding stock was 
redeemed pro rata for an amount fairly 
representative of its book value, the Tax 
Court found that this distribution was 
essentially equivalent to a dividend. In 
so finding Judge Bruce stressed that the 
questioned distribution had not been 
made possible by the sale of the store. 
Judge Bruce’s holding can be ques- 
tioned but the approach seems com- 
mendable. Under this view, partial liqui- 
would be denied 
where analysis of the corporation’s finan- 
cial history revealed that it had been ac- 
cumulating funds and that the “partial 
liquidation” had not acted to free funds 
for distribution to the stockholders. 
Thus, as under present law, some assets 
could be excluded those which 
could be sold in a partial liquidation. 
However, contrary to the ALI’s conclu- 


dation treatment 


from 


sions, if a corporation with captive mines 
decided that its business could be better 
operated by purchasing raw materials on 
the market, partial liquidation treat- 


ment should be allowed for those 
amounts which survive the throwback 
requirement. 


Diversive reorganization 


A final problem remains: to what 
other provision of the Code should 
treatment of partial liquidations be cor- 
related? The area most often advanced 
in this the so-called 
divisive reorganization. Both the ALI 
and the Subchapter C Advisory Group 
make this correlation in their proposed 
formulations as do the present Code and 
Regulations. 


connection is 


A devisive reorganization 
occurs when a single corporation distrib- 
utes the stock of one or more subsidiaries 
to its stockholders. Before the reorgani- 
zation the stockholder holds the stock 
of only one corporation; after the reor- 
ganization the stockholder holds the 
stock of two or more corporations. The 
similarity of this transaction to the par- 
tial liquidation rests in the fact that if 
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the shareholders subsequently liquidate 
one of the corporations they have effect- 
ed the same result as would have been 
effectuated by a partial liquidation. In 
general, the divisive reorganization of- 
fers a greater opportunity for tax mani- 
pulation than does the partial liquida- 
tion: under the divisive reorganization 
the shareholders can divide the corpo- 
rate assets into separate shells; the cor- 
porations can continue to expand, ac- 
cumulating income taxed only at corpo- 
rate rates; complete liquidation of the 
corporations can then be undertaken at 
the moment most propitious to the 
shareholders. It might be argued that 
this same result could be arrived at 
through a partial liquidation followed 
by a reincorporation. Such would seem 
to be the case unless the statute provid- 
ing for partial liquidations were to pro- 
vide that the liquidation must be ac- 
companied by a sale of the assets of the 
corporation. The purpose in allowing 
favorable treatment of partial liquida- 
tions should not be to allow the stock- 
holders subsequently to operate the as- 
sets but rather to permit the disposal of 
unproductive assets. 

The argument above might be in- 
verted: because divisive reorganizations 
are now allowed, partial liquidations 
should also be allowed. But the liberal 
treatment accorded by the present Code 
to divisive reorganizations is inexplic- 
The 
visive reorganization and of the reor- 


able. historic purpose of the di- 


ganization generally, has 
been to allow corporations to alter their 
forms for purposes of business efficacy. 


provisions 


Perhaps the clearest, and only, area 
where the efficient operation of a corpo- 
ration requires both the division of the 
corporation and the 
stock to the shareholders occurs when 
the shareholders desire to divide up the 
assets and subsequently operate indepen- 


distribution of 


dent of one another. Such a situation 
presents none of the manipulative prob- 
lems of the partial liquidation. Whether 
there can ever be a case where efficient 
operation of the corporation requires a 
divisive reorganization and pro rata dis- 
tribution of stock to the shareholders is 
open to question. Those who favor this 
tool have spoken most eloquently con- 
cerning situations where a corporation 
desired to insulate itself from the risk 
of part of its operations—a result which 
can seemingly be accomplished by the 
use of a subsidiary corporation without 
the distribution of any stock to the 
shareholders. 


October 1961 


It seems clear that Congress has failed 
to define adequately a statutory purpose 
in granting the partial liquidation ex- 
ception to the general rule of taxation 
at ordinary rates. Given this lack of ra- 
tionale, it is little wonder that the var- 
ious revenue rulings seem inconsistent. 
That the partiai liquidation concept 
should have had such a long tenure 
without having been either rejected or 
harmonized with some _ congressional 
purpose would seem to indicate either 
that Congress frankly intended to make 


this an avenue of relief from the high 
individual rates of taxation, or that Con. 
gress, forced to rely upon the members 
of the corporate bar for aid in the draft. 
ing of statutes dealing with situations as 
complex as those found in Subchapter C, 
has merely followed the recommenda. 
tions of this group. Perhaps both con. 
clusions are correct: other sections of 
the Code appear to have little efficacy 
except as avenues of escape from high 
individual rates of taxation; the ALI 
itself has defined no statutory purpose. * 


Prior realization of 1/3 of income avoids 


collapsibility, CA-5 holds in Kelly 


by WILLIAM M. RYAN 


The Circuit Court decision in Kelley lays to rest the alarm caused by the dictum 


in Payne that the Government need show only an intent to distribute prior to 


realization of a substantial part of the income. However, the division in the cour 


over the question of whether the statute refers to the realized—or unrealized—par| 


of the income increases the difficulties in that area and may lead to additional 


litigation and possibly a Supreme Court decision. Mr. Ryan’s analysis of this 


complex issue will clarify the problem for taxmen striving to avoid collapsibility 


when planning corporate distributions. 


HE Circuit has added 
Ti to taxpayers’ defenses against 
imposition of ordinary income tax un- 
341.1 In Kelly (decided 
August 2, 1961) the majority held that 
a corporation which prior to the sale of 
its stock 


FIFTH new 


der Section 


had realized one-third of its 
expected net income, was not collapsi- 
ble, affirming the Tax Court.2 The de- 
cision turned on the statutory provision 
which defines a collapsible corporation 
as one “formed or availed of .. . 
a view to the sale or exchange of stock 
by its shareholders (whether in liquida- 


with 


tion or otherwise), or a distribution to 
its shareholders, before the realization 
by the corporation ... of a substantial 
part of the taxable income to be derived 
from [its] property, and the realization 
by such shareholders of gain attributable 
to such property.”3 (Emphasis supplied.) 
Kelly has an interesting background and 
it may have far-reaching effects. 


Payne clarified 


In 1959 the Fifth Circuit made the 
following statement in its Payne opin- 
ion (268 F.2d 617, 622): 

It appears that the Government 
has accepted too difficult a burden ‘in 
supporting the Tax Court’s holding. A 


careful study of this section seems clear- 
ly to require only that the corporations 
be availed of for construction, etc. witl 
a view to a distribution . prior to 
the realization of a substantial portion, 
etc. If the corporation is owned or 
availed of with a view to making the 
distribution prior to realization of sub- 


stantial income, it seems clear that it is 


not necessary for the Commissioner to 
prove that such distribution was actual: 
ly made prior to such realization , 
(Emphasis supplied.) 

Taken literally, the above dictum in 
dicated a view that a corporation might 
be collapsible even though it had real: 
ized all the taxable income to be de. 
rived from its property. It was surpris) 
ing to say the least. The dictum caused 
considerable alarm, especially since i 


seemed supportable by a literal reading 
of Section 341(b)—although it was in 
direct opposition to the manifest intent 
of the law. 

The question commented upon i 
Payne was squarely presented in Kelle) 
and the Commissioner seized upon thi 
Payne dictum. However, the Fifth Cir 
cuit spiked the Commissioner's argu 
ment, stating in a footnote: 

“If this statement in Payne is to bj 
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high 


Con.) taken as literally as the Commissioner 
ibers| takes it, a corporation would be col- 


lraft.| lapsible even though it had realized all 
ns asp the total net income to be derived from 
erC}its property. This is contrary to the 
nda.| Regulations, which treat the actual 
con-| realization, not the intended realiza- 


' 


tion as controlling. See Rev. Rul. 58-241, 


iS Ol 
icacy) 1958-1 CB 179; Rev. Rul. 56-104, 1956-1 
high| CB 178; Rev. Rul. 56-50, 1956-1 CB 174; 


ALI Reg. Section 1.34-2(a)(4) and Reg. Sec- 
se. #} tion 1.341-5(c)(2).” 

[he principal issue in Kelley con- 
cerned the statutory clause “prior to the 
realization of a substantial part of 

the net income to be derived from such 
Does a “substantial 


property.” part” 


mean the part already realized or does 


YAN jr mean the part not yet realized? Prior 
to the Tax Court decision in Kelley, 
clum) the only case which had squarely pre- 
»r to, sented the question was Levenson (157 
F.Supp. 244, DC-Ala. 1957,) in which 
COUT . : 

the district court looked to the already- 
-Parl} realized portion of the income. How- 
ional ever, in Abbott (258 F.2d 537; 1958) 

Third Circuit plainly stated that 
re the real question is whether the part 
bility} to be realized after collapse is sub- 
intial, although its conclusion was 
parently based upon a misinterpreta- 
“lear of the holding of the Tax Court 
tions bcing affrmed.4 Furthermore, in Payne 
wit 8 F.2d 617; 1959) the Fifth Circuit 
yr to itself indicated a view similar to that 
tion en in Abbott. 
d oy Finding neither Payne nor Abbott to 
r th controlling, the Fifth Circuit in 
sub. Kelley looked to the language of the 
it i ite and its legislative history. Bal- 
er tt cing these factors, it gave the statu- 
tua language its more natural meaning 
squarely held that it refers to the 
ome already realized, stating: 
m in [he weakness in the Commissioner’s 
nigh ument is the assumption that there 
real, can be only one substantial part of a 
e de ’ 

Although Kelley concerned Section 117(m) of 
rpris 1939 Code, the predecessor of Section 341, it 
aused| equally applicable under the 1954 Code—the 
ce nitional provisions of the two statutes are vir- 


y identical. 
ading TC 135 (1959). 
Section 341(b) (1), 1954 Code; Section 117(m) 
(A), 1939 Code. 
rC 795 (1957). In Abbott the Third Circuit 
“The real 
wever, is not whether a substantial part of the 


question posed by the statute, 


profit was realized prior to dissolution, but 
ather whether that part of the total profit real- 
after dissolution was substantial. This was 
test correctly applied by the Tex Court in 
ing its finding that the dissolution took place 
substantial part (nearly 90%) of the 
total profit was realized.” 258 F.2d at 542. Com- 
menting upon this language, the Tax Court in 
‘| Kelley stated: “With all due deference to the 
Court of Appeals for the Third Circuit, we were 


} Ci ne 





argue before a 





whole. There is no logical or legal basis 
for this assumption. . . . Unquestion- 
ably there would be two substantial 
parts if each were fifty per cent of the 
whole. . . . The statute does not re- 
quire that the substantial part be real- 
ized or that substantially all of the 
total income be realized or that the 
part unrealized be insubstantial in rela- 
tion to the part realized, in order for 
a corporation to escape collapsibility. 

Section 117(m) requires only that 
‘a substantial part’ be realized. The in- 
definite article ‘a’ says in plain language 
that there may be two or more substan- 
tial parts. Accepting the statute at its 
face value—what Congress said, not 
necessarily what Congress might have 
intended to say if this case had been pre- 
sented as a specific problem for legis- 
lative the first 
stantial part’ is realized, the statutory 


resolution—when ‘sub- 
requirement is met, and it is imma- 
terial that another substantial part re- 
mains to be realized. Mr. Justice Holmes 
succinctly stated the limits of judicial 
inquiry in such a case: ‘We do not in- 
quire what the legislature meant; we 
ask only 
(Holmes, 
(1920).) 


“Courts are not captives of grammars 


what the 
Collected 


Statute means.’ 
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and dictionaries. Neither are they free 
to ignore common usage and dictionary- 
field 


of tax legislation, where the necessities 


tested meaning—especially in the 


of the subject require technically exact 

language and certainly of meaning. 
“Still, a statutory provision must be 

construed in context and in harmony 


with the statutory purpose. There is 


nothing in the legislative history or in 
the factual setting that produced Sec- 


tion 117(m) to indicate that Congress 


designed the law to penalize the reason- 
able use of the corporate form of en- 


terprise. The problem Congress faced 


not aware that we made the finding and applied 
the test referred to in the above quotation. ... 
In J. D. Abbott, supra, we held that one-tenth was 
not a substantial part.’”’ 32 TC at 149, 152. 

5 The Fifth Circuit, in affirming the Tax Court, 
wrote: “‘. . we conclude the Tax Court could 
properly find on the record that a substantial part 
of the income of the corporations remained to be 
realized over the 35 remaining years of their ex- 
pected life.’’ 268 F.2d at 622. 

®In Kelley the Tax Court’s finding that one third 
of its expected income had bcen realized by the 
corporation prior to the sale was undisputed, so 
the Fifth Circuit was not called upon to decide 
how the percentage realized should be computed. 
The Tax Court follows the practice of estimating 
the future net income to be derived from the cor- 
porate property, with appropriate adjustments for 
changes in basis, accounting method and other 
factors. However, in Levenson, 157 F.Supp. 244 
(DC-Ala. 1957), the district court held that the 
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[William M. Ryan is associated with the 
Houston, Texas, law firm of Fulbright, 
Crooker, Freeman, Bates & Jaworski. He 
commented on the Tax Court opinion 
in Kelley in our February 1960 issue, 12 
JTAX 71.) 





was not only ‘how to prevent avoidance 
of ordinary tax rates by the use of the 
corporate vehicle [but also how to do so] 
without changing the basic scheme of 
corporate-shareholder taxation and with- 
out 


introducing intricate 


Statutory provisions.’ Congress was aim- 


excessively 


ing at abuse of the corporate entity. 
The committee reports show that Sec- 
tion 117(m) was adopted in the light 
of problems raised by ‘one shot’ motion 
pictures and one-project building cor- 
porations when stock in such corpora- 
tions was sold or the corporation was 
dissolved, as described in Senate Report 
2375, before ‘any’ income was realized. 
“. .. The ‘all-or-nothing’ approach of 
Section 117(m) fact, certain 
penal implications: here, for example, 


has, in 


there is surely some part of the gain 
that is properly a capital gain. It seems 
to us, that a court should not give such 
an exception a broad-brush interpreta- 
tion based on, first, the court's finding 
that Congress intended to plug the loop- 
hole more tightly than Congress said it 
was plugging the loophole, then, the 
court’s supplying appropriate verbiage 
in the name of legislative intent.” 


How much is “substantial”? 


The Kelley 


whether the 


next question in was 


the one-third of income 
realized by the corporation before the 
sale was a “substantial” part.6 Previous 
in the Fifth Circuit 


opinion had held that 51% 


decisions discussed 


sub- 
stantial part? but that 10% is not sub- 


is a 


stantial.8 Viewing the term as a relative 
one, and declining to fix its limits, it 


only feasible method was to add to the taxable in- 
come already realized the additional taxable in- 
come that would be realized by the corporation if 
it sold the collapsible property on the date of the 
collapse. The Fifth Circuit in Kelley indicated 
that it might be inclined toward the latter view, 
stating in a footnote: “In determining the ‘in- 
come to be derived’ the total net income which will 
eventually be derived from the property is esti- 
mated as of the date of the sale, exchange, or dis- 
tribution—assuming that there had been no sale, 
exchange, or distribution. See Rose Sidney, 30 TC 
1155 (1958); aff’d CA-2, 1960, 273 F.2d 928. This 
is consistent with the statutory language, ‘net in- 
come to be derive irom such property’; but there 
is a serious question whether the phrase ‘to be 
derived’ refers only to the value of the assets at 
the sale or liquidation. In this case there is no 
dispute over the Tax Court finding that Island 
Shores had realized one-third_of. its. anticipated 
total net income.” 
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was succinctly held that one-third is 
“substantial”: 

“The next step is to determine what 
amount constitutes a ‘substantial’ real- 
ization. The committee reports and the 
statute do not hint at the definition of 
this term. Nor is resort to other areas 
satisfactory. We think that the term 
is a relative one. Without reading too 
much into the silence of Congress, it 
seems to us that if the test were to be 
mechanically applied by the use of an 
arbitrary would 
have phrased the statute in terms of a 
percentage of the income. Not having 


percentage, Congress 


done so, the recurring question must be 
resolved on the facts of each case, giv- 
ing weight to the findings of the Tax 
Court. We 
test. The ordinary dictionary meaning 


have no_ litmus-paper 


of ‘substantial’ is: ‘Considerable, in 
amount, value or the like, large, as a 
substantial gain’ . . . We agree with the 
Tax Court that, giving the word ‘sub- 
stantial’ its ordinary meaning, one-third 
constitutes a substantial part.” 

The Fifth Circuit will be called upon 
to define more precisely the limits of 
“substantial” in the near future. In 
Heft (34 TC No. 9, 4/20/60) the Tax 
17% of 


the total net income to be derived did 


Court held that realization of 


not constitute realization of a substan- 
tial part of such income. An appeal by 
the taxpayer in Heft is now pending be- 
fore the Fifth Circuit. 


Loophole acknowledged 


Recognizing that, under its decision, 
the collapsible statute still leaves plenty 
of room for the conversion of ordinary 
income into capital gain, the Kelley 
majority stated: 

“The effect of our holding is to leave 
the loophole two-thirds open to these 
117(m), as we feel 
we should construe it, seems therefore 


taxpayers. Section 
a poor sort of tool for plugging loop- 
holes. But the best workman can work 
with the has. If Con- 
gress wants a better job done, Congress 


only tools he 
should provide a tool that will not 
just plug the loophole ‘a 
part of the way.’”’ 


substantial 


Dissent 
Judge Rives, dissenting in Kelley, 
felt that in leaving the two-thirds loop- 


hole the majority had failed to carry 


T Levenson, 157 F.Supp. 244 (DC-Ala. 1957). 

8 Abbott, 28 TC 795 (1957), aff'd. 258 F.2d 537 
(CA-3 1958). 

* 258 F.2d at 542. 
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out the overriding legislative purpose 
of preventing the transformation of 
ordinary income into capital gain. 

The lack of unanimity in Kelley, 
combined with the conflicting  state- 


Don’t confuse Kintner-ty pe associations 


with new professional corporations 


B’ Aucust 15, 1961 six states had 
enacted Professional Corporation 
Laws which permit members of some 
or all professions to incorporate. Six 
more have enacted laws which permit 
the formation of Associations which 
would have the corporate characteristics 
which are necessary to comply with the 
requirements of the Kintner Regula- 
tions.1 

Actually, the two forms of organiza- 
tions are quite different and the differ- 
ence should be recognized and respected 
when dealing with the Internal Revenue 
Service. The organizations formed under 
the Professional Corporation Laws are 
true corporations and would be subject 
to the regular business corporation law 
in addition to the special requirements 
of the Professional Corporation Law. On 
the other hand, the Professional Associa- 
tion is not necessarily a true corporation, 
being organized either under a special 
association statute or a change in the 
partnership law which permits the or- 
ganization to have certain corporate 
Neither the 


nor 


characteristics. Kintner 
Regulations Revenue Procedure 
61-112 (Relating to Procedure on Ruling 
Requests under the Kintner Regula- 
tions) have any more application to Pro- 
fessional Corporations than they do to 
any other business corporation. It is the 
writer's considered opinion that tax 
advisors should take their State Profes- 
sional Corporation Laws at face value 
and expect the IRS to do likewise. 

In a report to the Taxation Com- 
mittee of the Milwaukee County Bar 
Association by its Chairman, he stated 
that “A representative of the Internal 
Revenue Service appeared at the In- 
diana Legislature Committee hearing 
and stated that the Internal Revenue 
Service neither supported nor opposed 
the Bill and that it would achieve the 
promised tax results.” Although the In- 
diana Professional Corporation Bill 
passed the State Senate by a 48 to 2 
vote, it ultimately failed to become law. 


ments in Abbott,® probably indicate 
that these issues have not been forever 
put to rest. They may ultimately be 
posed for final determination by the 
Supreme Court. % 


by LOUIS MAIER 


Even though this statement cannot be 
considered as binding on the internal 
Revenre Service generally, it is difficult 
to see how the Service could take any 
other position. 

The attention of the members of 
the professions has been diverted from 
attempts to persuade Congress to pass 
the Keogh Bill (H-R-10) to seeking 
remedial legislation in the states. The 
action is reminiscent of the situation 
that existed in 1948 when the Congress, 
because of the opposition of the Treas- 
ury Department, hung back in granting 
the equality between community prop- 
erty and non-community property states. 
State after state began to take matters 
in its own hands by adopting commun. 
ity property laws. At that point, recog- 
nizing that the objective of tax equality 





might be achieved by a hodgepodge onj 
the state level, Congress finally enacte 

the marital deduction provisions of the 
Internal Revenue Code. 

Attempts to get tax equality for mem-) 
bers of the professions seems to be fol- 
lowing a parallel course. 

Ever since the Treasury Department 
came out with the final Kintner Regula- 
tions (T.D. 6503 November 15, 1960), 
been searching for 
methods avoiding the uncertainty, real 
and imagined, that has over-shadowed 
the formation of organizations by profes. 
sionals so that they too could receive the 
tax benefits that corporate executives 
enjoy. 


tux men _ have 


Generally, employees are not taxed on 
tux deductible contributions made by 
their employers to pension or profit shar- 
ing funds, or premiums on group life 
or health insurance policies. Though 
some professionals work as employees of 


others, professionals traditionally are 


self-employed either as individuals or as 
members of a partnership. Due to the 
nature of their calling, they have not 
been regarded as eligible to incorporate; 
incorporation would interpose an entity 
between the professional and his client 








and thus: 
confident 

A way 
pointed c 
panion ( 
States Su 
cases helc 
a busines 
acteristics 
Ironically 
the Com: 
are now | 
decisions 
Section 3 
the 1939 
language 
Code, the 
ed by th 
the decisi 
of Appea 
then all ] 
could, wi' 
tainty, ac 
law migh 

Althou 
tives has 
lief, and 
approved 
1961, pas 


State act 

Since ¢ 
professio! 
Legislatu 
ceived q 
duced in 
latures ac 
without | 


' Regulatio 
1960-49, 20. 
*Rev. Proc 
Stand. Fed. 


a 


Ste 
Arka 
Arka 
Cont 
Flori 
Geor 
Illin 
Mini 
Ohio 
Okla 


Penn 
Sout] 
Ten 
Wisc 
*Effe 
+Sub 


i? Jey 











| 
ates 
ver 
be 
the 


be 
‘nal 
cult 


any 


of 
rom 
JASS 
ing 
Che 
ion 
ress, 
Cas- 
ing 
rOp- 
ites 


ters 





un 
COg- 
lity 
on 
cted 
the 


jem- 
fol 


rent 
ula- 
160), 

for | 
real 


W ed 


»fes- | 


the 


Fives 


| on 
by 
shat 
life 
ugh 


25 Ol 


ntity 


lient 





and thus destroy a highly individual and 
confidential relationship. 

the dilemma 
pointed out in the Morrissey? and com- 
panion cases decided by the United 
States Supreme Court in 1935. These 
cases held that a trust which conducted 


{way around was 


a business had sufficient corporate char- 
acteristics to be taxed as a corporation. 
lronically, this position then urged by 
the Commissioner is the one taxpayers 
are now pressing. The rationale of these 
decisions was incorporated in Reg. 118, 
39.3797 under Section 3797 of 
the 1939 Code. Although the statutory 
language was not changed by the 1954 
Code, the Treasury’s attitude was affect- 
ed by the possibilities made clear by 
the decision of the Ninth Circuit Court 
of Appeals in the Kintner Case.4 Since 
then all has been confusion and no one 


section 


could, with any reasonable degree of cer- 
tainty, advise his client as just what the 
law might be in this field. 

\lthough the House of Representa- 
tives has passed HR-10 providing this re- 
lief, and the Senate Finance Committee 
approved the measure on August 25, 
1961, passage this year is unlikely. 


State action 


Since Congress has not responded, the 
professionals have turned to the State 
Legislatures for relief. There they re- 
ceived quick action. Laws were intro- 
duced in some twenty states. The Legis- 
latures adjourned in seven of these states 
without passing any legislation. In one, 
IRB 


Regulation 
1960-49, 20. 
Rev. Proc. 61-11, IRB 1961-18, Section 617 CCH 
Stand. Fed. Tax Rep. 416390. 


Section 301.7701-1 to 11 ine. 


Alabama, the bill to permit all pro- 
fessions to form professional associations 
that meet the requirements of the Kint- 
ner Regulations is pending. 

However, as of August 15, 1961, twelve 
states have adopted legislation which will 
permit members of the professions to 
form organizations of which they can 
be employees for pension and other tax 
purposes. 

Taking full advantage of the oppor- 
tunity for diversity that our Federal sys- 
tem of government makes possible, these 
State Legislatures have come up with 
several solutions to the problem. 

Two Connecticut and Ten- 
nessee, have adopted amendments to 
their Uniform Partnership Acts provid- 
ing specifically that professional associa- 


states, 


tions may provide the corporate char- 
acteristics of continuity of existence, cen- 
tralized management, limited liability, 
and transferable interests that 
quired by the Kintner Regulations. 
Connecticut had previously permitted 
non-stock medical corporations. Each 
state requires three or more members 
and extends the benefits to members of 
all professions. Incidently, Connecticut, 


are re- 


as part of its legislation, adopted, for 
the first time, the Uniform Partnership 
Law. 

Minnesota and South Dakota have en- 
acted laws permitting physicians only to 
incorporate, while Arkansas permits both 
physicians and dentists to incorporate, 
but does so in separate acts. Both Minne- 
sota and South Dakota require three or 


8 Morrissey v. Commissioner, 296 U.S. 344, 36-1 
USTC 49020 (1935); Swanson v. Commissioner, 
296 U.S. 362, 36-1 USTC 4 9021 (1935); Helvering 
v. Combs, 296 U.S. 365, 36-1 USTC § 9023 (1935); 
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[Louis Maier, a member of the Minne- 
sota and Wisconsin Bars, practices with 
the Milwaukee firm of Grootemaat, 
Cook & Franke.| 





more members while Arkansas requires 
only two. The Minnesota Act reads as 
though it were drafted to cover all pro- 
fessions but had been amended to apply 
only to doctors. 

Of the other states, Georgia, Illinois, 
Ohio, and Pennsylvania have enacted 
Professional Association Laws that per- 
mit the corporate characteristics required 
by the Kintner Regulations. Ohio, how- 
ever, makes its associations subject to the 
provisions of the Business Corporation 
Law with the exception of division A of 
Section 1701.06. Ohio and Pennsylvania 
require only one associate; Illinois and 
Georgia, two. 

Members of all professions are per- 
mitted to form true corporations in 
Florida, Oklahoma, and Wisconsin. One 
or more members of the same profes- 
sion can now incorporate in each of 
these states. 

Groups who wish to form an organiza- 
tion permitted 
laws and adopt a qualified pension plan 


under the new state 
should follow the procedure outlined 
in Rev. Proc. 61-11, in those states where 
the Legislature has enacted laws which 
merely amend the Uniform Partnership 
Law or in those states which instead of 
providing for true corporations for pro- 
fessionals, have 


provided for profes- 


sional associations. However, Rev. Proc. 


Helvering v. Coleman-Gilbert Associates, 296 
USTC 4 369, 36-1; USTC { 9022 (1935). 
4 Kintner v. United States, 216 F.2d 418 (CA-9, 


1954), 54-2 USTC { 9636. 





Types of 
Organization 
State Permitted 
Arkansas Corporation 


Arkansas Corporation 
Amend U.P.L. 


Corporation 


Connecticut 
Florida 
Georgia Association 


Illinois Association 


Minnesota Corporation 
Ohio Associationt 
Oklahoma Corporation 


Pennsylvania Association 


South Dakota Corporation 
lennessee Amend U.P.L. 
Wisconsin Corporation 





BOX SCORE BY STATES 
Citation to 1961 
CHH Standard 
Professions Minimum State Law Effective Federal Tax 
Included No. Associates Reference Date Reports 
Physicians 2 Act 179 3- 6-61 46421 
Dentists z Act 471 3-16-61 §6422 
All 3 §44 U.P.L.t 5-15-61 €6444 
All ] HB-2161 9- 1-61 € 6423 
All 3 Act 285 4- 5-61 46424 
All 2 S.B.-804 8- 9-61 96496 
Physicians 3 S.F. No. 42x 5- 7-61 96425 
All 1 S.B.-550 10-17-61 6459 
All except ] S.B. No. 399 App. 

Dentists 8- 2-61* 46476 
All 1 S.B. 525 8- 7-61 96492 
Physicians 3 H.B. 689 7- 1-61 ©6426 
All 3 Chap. 18] 3- 9-61 46427 
All ] Chap. 350 8-10-61 ©6498 


*Effective 90 days after adjournment. The legislation had not adjourned at time of writing. 
(Subject to provisions of Business Corporation Law. 
tNewly adopted the Uniform Partnership Act. This leaves only eleven States without it. 
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61-11 has no applicability whatsoever in 
respect to a corporation. To attempt to 
apply its provisions to organizations 
which are actually corporations, would 
indicate that these organizations which 
are called corporations in the statutes, 
are really not what they purport to be, 
and the State Legislatures actually did 
not permit professionals to form true 
corporations. 

One wonders if the attempts to have 
the proposed Kintner Regulations lib- 
eralized, had inadvertently, the opposite 
effect. In the proposed form, the Regu- 
lations contained no statement that a 
general partnership subject to a statute 
corresponding to the Uniform Partner- 
ship Act would lack continuity of life 
and centralized management, and, there- 
fore, would not have the necessary cor- 
porate characteristics to be taxable as a 
corporation under the provisions of Sec- 
tion 7701 of the 1951 IRC. 

Once the proposed Regulations were 
flood of articles and 
testimony in Washington to the effect 


out, there was a 
that under the Regulations in the pro- 
posed form in any states which had 
adopted the Uniform Partnership Act, 
organizations probably could not be 
formed as associations and be taxable as 
corporations. In view of all the testi- 


mony of these experts, one could hardly 





Employment contract to selling stock- 
holder not part of stock sale; no con- 
structive dividend to remaining stock- 
holder. A 50%, stockholder of a corpora- 
tion disagreed on management, and was 
bought out by taxpayer, the other stock- 
holder in 1952. On the same day, the 
first stockholder entered into a five-year 
employment contract with the corpora- 
tion. In 1952 and 1953 he performed 
some services but he performed no serv- 
ices in the last three years. The court 
holds the payments, 1954, 55 and ’56, 
are not deductible by the corporation 
but are not constructive dividends to 
taxpayer. On the facts, the employment 
contract was not part of the purchase 
price for the stock. The contract was 
given to effectuate the other’s removal as 
an officer to compensate him for past 
services and to prevent competition. The 
payments during the first two years of 
the contract compensated the recipient 
not only for the services rendered in 
those years but for services in prior years 
when he was underpaid. Therefore, the 


New corporate decisions this month 
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expect that the Treasury Department 
would not take their statements at face 
value and add to the proposed Regula- 
tions, statements to the effect that a 
“general partnership subject to a statute 
corresponding to the Uniform Partner- 
ship Act . . . lack(s) continuity of life” 
... and centralized management. 

It would seem that testimony on the 
effect of the Uniform Partnership Act 
has boomeranged and achieved result 
contrary to that hoped for. In those 
cases where application was made for a 
ruling from the Treasury Department 
to have an organization whose associates 
were members of a profession taxed as a 
corporation, the Treasury’s usual answer 
had been that local law did not permit 
the members of a profession to practice 
as a corporation. This can no longer be 
a valid objection in the states that have 
adopted the professional corporation 
laws. Furthermore, in those states that 
have adopted the professional Associa- 
tion laws or the amendments to the 
Uniform Partnership Act, it would ap- 
pear that organizations of members of 
professions will have the necessary cor- 
porate characteristics that are outlined 
in the Kintner Regulations. 

A box score showing the salient char- 
acteristics of the different state laws is 


A 


shown on the preceding page. % 





1954-1956 are not deduct- 
ible as past compensation. Glasgow Vil- 
lage Development Corp., 36 TC No. 71. 


payments for 


Stockholder has ordinary loss on pay- 
ment for release of guaranty of corpora- 
tion debts. Taxpayer purchased an in- 
terest in a new corporation under an 
agreement that the other stockholders 
would buy him out at his request. In 
establish credit for the 
business, taxpayer and the other stock- 
holders jointly guaranteed the corpora- 
tion’s loans. Taxpayer’s liability would 
not exceed $166,666 if the co-guarantors 
remained solvent. Taxpayer later re- 
quested his stock be purchased and he 
be released on his guaranty, but the 
other stockholders would not agree to 
the latter condition. Eventually taxpay- 
er sold the stock and had to pay the 
others some $26,000 for his release. He 
deducted the payment as an ordinary 
loss. The Commissioner treated the pay- 
ment as a reduction of the sales price 
and allowed the loss as capital. The Tax 


order to new 


Court holds for taxpayer. Since the tax- 
payer could always have sold his stock, 
the payment for the release was separate 
from the sale. Taxpayer's liability un- 
der the guaranty is not a capital asset. 
The payment was incurred in a transac- 
tion entered into for profit under Sec- 
tion 165(c)(2). The court distinguishes 
Putnam (352 U.S. 82) which treated a 
stockholder-guarantor’s payment as a 
nonbusiness bad debt by pointing out 
that the payment by taxpayer was to Cco- 
guarantors not the creditors. The pay- 
ment created no debt. Shea, 36 TC No. 
60. 


Interest deductible on debentures issued 
to parent. Taxpayer was formerly a 
division of an investment company. To 
make operations more efficient it became 
a subsidiary. The parent transferred all 
the assets of the business to taxpayer in 
exchange for $1,000,000 worth ot stock 
and $3,000,000 worth of debentures. Al- 
though the debentures gave the holder 
certain voting rights in cases of default 
and were held exclusively by the sole 
stockholder, the court finds that they 
should be recognized as debt instru- 
ments for tax purposes. The interest is 
therefore deductible. Luden’s Inc., DC 
Pa., 7/18/61. 


Debentures issued to shareholders recog- 
nized as debt. Upon incorporation of a 
partnership, stock and debenture bonds 
were issued to shareholders. The bonds 
were in the ratio of 4-1 to the stock. 
They provided for a fixed maturity and 
a fixed interest. The court finds that 
there was an intention to create true in- 
debtedness, and that interest on the 
debentures is deductibie. Daytona Ma- 
rine Supply Co., DC Fla., 6/19/61. 


Note not valid indebtedness; debt-to- 
equity ratio was too high. Taxpayer cor- 
poration was formed by a husband and 
wife to acquire an income generating 
asset. At the time of its formation it 
issued $89,000 of unsecured promissory 
notes to its two stockholders, and for 
approximately one year thereafter its 
debt to equity ratio was approximately 
$80,000 to 0, since no money had been 
paid in for stock as there was a complete 
identity of interest between the putative 
“creditors” and stockholders of tax- 
payer, and as the interest payable on the 
notes could only have come from the 
very same funds which would have been 
the source of the payment of dividends 
on its capital stock—if the corporation 
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had ever declared any, the court holds 
the notes evidenced equity capital in- 
vestment rather than true indebtedness. 
Taxpayer is therefore denied a deduc- 
tion for interest paid on the notes. Laid- 
ley, Inc., TCM 1961-183. 


Corporate payments of stockholders’ li- 
abilities treated cas constructive divi- 
dends. After agreeing to buy out a 50% 
stockhoider for $45,000, taxpayer had 
the corporation pay $10,000 of the stipu- 
lated price purportedly for an assign- 
ment to it of a lease held by the selling 
stockholder. The court finds the lease 
had little or no value, and the parties in 
fact assigned no value to the lease in 
their bargaining. Accordingly the pay- 
ment of $10,000 by the corporation was 
part of the consideration of taxpayer’s 
of the other  stockholder’s 
and constituted a constructive 
dividend. Taxpayer had borrowed funds 
evidenced by notes with which to make 
his payments, The corporate repayment 


pur¢ hase 


shares 


of such loans is also held to constitute a 
constructive dividend to the extent of 
the principal and interest paid. Tax- 
payer’s contention that the corporation 
made an investment rather than paid a 
dividend, when it paid off taxpayer’s 
nots, is found not to conform to the in- 
tent as evidenced by the corporate 
charge of the payments to taxpayer’s 
personal account. Berlin, TCM 1961- 


194, 


Partial redemption of stock essentially 
equivalent to a taxable dividend. A cor- 
poration in the retail shoe business re- 
deemed part of the preferred stock held 
by the sole stockholder, by crediting 
$5,000 to the stockholder’s personal loan 
sccount. There were sufficient earnings 
ind profits to cover the redemption. The 
court notes that even though at the time 
ff the redemption the company had 
decided to discontinue its men’s shoe 
department, it needed more operating 
funds than previously as shown by its 
increase in long-term indebtedness. Since 
no business purpose had been shown for 
the redemption, the transaction is heid 
to be essentially equivalent to the dis- 
tribution of a dividend. Pliner, TCM 
1961-218. 


Cash basis corporation taxed on receiv- 
ables distributed to stockholders on li- 
quidation. ‘Taxpayer was the sole stock- 
holder of a dissolved corporation. The 
corporation had always been on the cash 
basis of accounting. After dissolution, 


taxpayer collected the receivables the 
corporation had earned before dissolu- 
tion but which had not been reported 
by the corporation on the cash basis. 
The court holds that the corporation 
realized income by distributing the re- 
ceivables as a liquidating dividend to 
the taxpayer. The court points out that 
its determination does not put the cor- 
poration on an accrual basis but merely 
adjusts one item so as Clearly to reflect 
the realization of income by the corpo- 
ration. Williamson, Ct. Clms., 7/19/61. 


Failure to prove compliance with Sec- 
tion 337 makes gain taxable. A corpora- 
tion sold land at a gain in the year of 
its liquidation, and on its final return 
stated that the gain was not recognized 
pursuant to Section 337. The court finds 
the statement on the tax return insuffi- 
cient; there was no evidence that infor- 
mation return Form 966 (required to be 
filed within 30 days after adoption of 
the plan of liquidation) was ever filed, 
or that the corporation ever adopted a 
resolution or plan to liquidate its as- 
sets. The court also denies the corpora- 
tion a claimed $1,500 bad debt deduc- 
tion on account of an advance to a hired 
employee who left without ever perform- 
ing any work. There was no evidence 
as to when the money was advanced, 
that a bona fide indebtedness existed, 
“so-called” debt 
worthless. Intercounty Development 
Corp., TCM 1961-217. 


or when the became 


Corporate dissolution is a plan of liqui- 
dation. Taxpayers were sole stockholders 
of a corporation which they undertook 
to liquidate in accordance with the one 
month liquidation rules. 1939 Code Sec- 
112(B)(7). That section required 
the shareholders to file written elections 
within 30 days after the date of the 


tion 


adoption of a plan of liquidation. Tax- 
filed 30 
days of their adoption of a resolution to 


payers such elections within 
liquidate. Subsequently, taxpayers real- 
ized it would be disadvantageous to be 
within Section 112(b)(7) and they con- 
tended that their election was untimely 
because the thirty-day period began 
running upon the issuance of the cer- 
tificate of dissolution after filing of the 
stockholder’s consent’to voluntary dis- 
solution under Virginia law, and that 
the thirty-day period had expired prior 
to the time taxpayers’ elections were 
filed. This court, in reversing and re- 
manding to the Tax Court, rules for 
taxpayers by holding that when they 
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had deliberately and voluntarily gone 
so far in the actual execution of a plan 
of liquidation as to dissolve the corpo- 
ration and terminate its existence, under 
local law, for all purposes other than 
liquidating its assets, then a plan of 
liquidation was in fact adopted, and the 
thirty-day period began to run at that 
time. Thus, taxpayer’s election to be 
taxed under thirty-day liquidation rules 
was untimely, and taxpayers are taxed 
as in an ordinary liquidation. Shull, 
CA-4, 6/13/61. 


WHTC’s loss reduces regulated public 
utility income in computing consoli- 
dated return addition 2% tax. A parent 
corporation and its 20 subsidiaries filed 
a consolidated return. The return 
showed a total taxable income of 63 X 
dollars consisting of 50 X dollars of in- 
come for 18 corporations, 15 X dollars 
of income for two regulated public utili- 
ties, and 2 X dollars of loss for one west- 
ern hemisphere trade corporation. Sec- 
tion 1503(a) provides for an additional 
2%, tax on the consolidated taxable in- 
come. However, Section 1503(b provides 
the exception that where the group in- 
cludes western hemisphere corporations 
or regulated public utilities the 2% in- 
crease applies only on the amount by 
which the consolidated taxable income 
of the group exceeds the portion, if any, 
of the consolidated taxable income at- 
tributable to the western hemisphere 
trade corporations and regulated public 
utilities. The IRS after reviewing an an- 
alagous case cited in the 1939 Code Com- 
mittee reports, rules that the loss and 
gain of the corporations subject to the 
exceptions are to be netted in comput- 
ing the base for application of the addi- 
tional 2% tax. Thus, the 2% tax applies 
to the 50 X dollars of income. Rev. Rul. 
61-143. 


Chapter X bankruptcy exchange of 
second mortgage bonds for preferred 
stock meets continuity of interest test. 
Taxpayer, organized to effectuate a re- 
organization under Chapter X of the 
Bankruptcy Act, claimed that it received 
its assets in a tax-free reorganization and 
therefore is entitled to use its transferor’s 
basis for the assets received. In the re- 
organization, the first mortgage bond- 
holders of the insolvent corporation re- 
ceived similar bonds of the taxpayer, the 


second mortgage bondholders received 


$435,000 of preferred stock of taxpayer 
and $100,000 of taxpayer’s new common 
stock was issued for cash. The Commis- 








Pie tid wait 
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sioner claimed that there was no con- 
tinuity of interest which is necessary in 
order to constitute a tax-free reorganiza- 
tion. The court disagrees, finding: (1) 
that the second mortgage bondholders 
would be considered “former owners” 
(notwithstanding that the upset price [a 
sale was never consummated] was less 
than the amount owed to the first mort- 
gage bondholders) since the bankruptcy 
court determined that the second mort- 
gage bondholders did have an equity of 
$435,000 and (2) that while both first 
and second mortgage bondholders could 
be considered “former owners’, only the 
second mortgage bondholders would be 
first 
bonds 


so considered since the mortgage 


bondholders received and not 
stock. On this basis the second mortgage 
of the stock 


of taxpayer and the continuity of in- 


) 


bondholders obtained 80% 


terest requirement is met. Atlas Oil & 
Refining Corp., 36 TC No. 70. 


Transjer of land to 80%-controlled cor- 
poration was tax-free. Two tenants in 
common, each of whom held an undi- 
interest in land, trans- 
ferred their interests to a corporation 


vided one-half 
in exchange for shares of the corporate 
stock. Immediately after the exchange 
the transferors together owned 80% of 
the issued stock and total voting power 
of the corporation. Taxpayer reported 
a capital gain but here claims the trans- 
action was tax free. The court holds the 
of the 
transaction as a “sale’”’ upon which ordi- 


Commissioner’s characterization 


nary income was realized, is not support- 
ed by the record facts. In precisely such 
a situation, Section 35l(a) directs “no 
gain or loss shall be recognized.” Cotter, 
TCM 1961-202. 


Corporate exchanges not a reorganiza- 
tion or a spin-off. Two families, “K” 
and “S”, each owned 50% of the stock 
of A corporation and of B corporation. 
Dissention arose between the two fami- 
lies asd it was decided to divide the 
businesses between them. Accordingly 
the “S” family assigned to B corpora- 
tion their 50% stock interest in A while 
the “K” family assigned to A corpora- 
tion their 50% interest in B. Then A 
and B exchanged the stock each received 
in the other corporation. The court 
holds the exchanges qualified neither as 
a tax-free reorganization under Section 
368 nor as a tax-free spin-off under Sec- 
tion 355. Each corporation acquired its 
own stock in the exchange, and neither 
distributed to its stockholders any stock 
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or securities of the corporation to which 
the assets were transferred. Although 
the transaction might have been cast in 
a form which would qualify for non- 
recognition of gain, it was not, and the 
decision must be made upon the basis 
of what was actually done rather than 
upon what might have been done. Capi- 
tal gain realized on the exchanges is 
computed. Penn-Warrington Hosiery 
Hills, Inc., TCM 1961-211. 


**Gov't won't appeal Coady decision 
upholding Section 355 split-up of single 
business. The taxpayer and another 
were each 50% stockholders in a corpo- 
ration actively engaged in the construc- 
tion business for more than five years. 
Because of differences, the stockholders 
agreed to divide the business. The old 
corporation transferred half of its assets 
(part of its cash and equipment and one 
construction contract) to a newly formed 
corporation in return for all of its stock. 
The old corporation then distributed to 
the taxpayer the new corporation’s stock 
in exchange for his stock. The taxpayer 
argued that no gain should be recog- 
nized under Section 355, which provides 
for non-recognition of gain to share- 
holders upon the distribution of stock 
of a corporation controlled by the dis- 
tributing corporation if immediately 
after the distribution, both corporations 
are actively engaged in a trade or busi- 
ness which had been actively conducted 
for five years. The Regulations interpret 
Section 355 as applicable only to the 
separation of two or more businesses, 
formerly operated by a single corpora- 
tion. The Tax Court found this regu- 
lation unreasonable and _ inconsistent 
with the Code, and declared it invalid. 
It concluded that Congress intended to 
permit the tax-free division of a corpo- 
ration operating a single business. The 
purpose of the active-business rule was 
merely to prevent tax-free split into 
active and inactive entities. The Sixth 
Circuit affirmed 4/28/61. The Justice 
Dept. announced it has decided not to 
seek review. Coady, 7/25/61. 


Sales of controlled selling corporation 
reportable by parent, the manufacturer. 
Taxpayer, as a sole proprietor, manufac- 
tured oil well cementing equipment. 
Upon receiving an order for over $500,- 
000 of equipment for Venezuelan wells, 
he formed a Venezuelan corporation to 
sell and service his products and to 
service other equipment previously ex- 
ported by him. The taxpayer was the 


majority stockholder of record of the 
new corporation and the Tax Court 
found as a fact that he controlled and 
managed its affairs. Though he contract. 
ed to sell it equipment at cost plus 10%, 
the prices billed were in fact less than 
110% of list price. In addition he 
claimed a deduction for amounts 
charged by the subsidiary for technical 
services to buyers. This was computed 
as 90% of the sales prior to incorpora- 
tion. The Tax Court disallowed all but 
a small part of this deduction, holding 
that it was not an ordinary or neces. 
sary expense. In addition, to reflect the 
true income of the taxpayer, the court 
treated all of the sales of the foreign cor. 
poration as taxpayer's sales but allows a 
reasonable deduction for selling and 
service expense. This court affirms, with 
one dissent. Hall, CA-5, 7/19/61. 


Bargain sale to stockholder is a divi- 
dend. Taxpayer was a stockholder of a 
corporation which sold him three lots. 
The court determines that the fair mar- 
ket value of the lots exceeds the price 
paid by the taxpayer, and holds that the 
difference is dividend income to tax- 
payer. Estate of Mundy, 35 TC No. 72. 





IRS TO ADD 4,500 NEW MEN 


CoMMISSIONER CAPLIN said recently 
that the 1962 budget for the IRS, 
now pending in Congress totals $456.8 
million and provides for an average 
employment of about 57,900, an in- 
crease in employment of 4,575 over 
1961. This budget carries forward the 
Service’s long-range plan which 
broadly is (1) to strengthen substan- 
tially our enforcement and _ related 
support activities; and (2) to mechan- 
ize our tax returns processing work 
—so vitally needed to cope with the 
tremendous volume of returns we re- 
ceive each year, and to afford more 
effective control and more efficient 
handling. 

A brief summary of our overall 
personnel picture for the last two 
years and under propected budget 
gives a better understanding of the 
direction in which we are moving: 


(Est. 
1960 1961 1962 





Revenue Agents .. 10,412 10,808 12,193 
Office Auditors ...... 197 2,529 8,237 
Revenue Officers 5,373 5,674 6,024 
Tax Examiners 4,064 4,526 4,732 
Special Agents w.-. 1,424 1,455 1,616 
Total Enforcement 

Personnel .................. 25,496 27,011 29,871 
Total Average 

Employment . 50,994 53,314 57,889 
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MANAGEMENT 


Professional tax practice 


fo} am @ 13 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 


Tax management—its mission 
and place in corporate affairs 


CoRPORATE management has always been 
conscious of its tax responsibilities and 
has felt an increasing need for specialists 
in this but only recently has an 
ittempt been made to define the role of 
tax executives and determine their re- 
lationship to other corporate officials. 
fax Executives Institute, Inc. sought to 
develop some standards for tax-manage- 
and requested McKinsey & Com- 
pany, New York management consultants 
to undertake a study of current corpo- 
rate practices. Their findings based on 


area, 


ment 


interviews and questionnaires are con- 
tained in a 28 page report called “Or- 
ganizing For Effective Tax Manage- 


ment” which TEI will be glad to send 
people who write to their office, 1111 E 
Street, N.W., Washington 4, D. C. 

Che first chapter of the report defines 
tax management to include compliance 
with the law and tax planning, in ad- 
vance of decisions as well as after they 
are executed with the ultimate objective 
of minimizing the corporation’s tax bur- 
den. “It is the opportunity to control 
taxes through the exercise of choice be- 
alternatives, and the decision 
making implicit therein, that creates the 
need for 


tween 
tax management. The greater 
the opportunity to control tax costs, the 
more important and significant the man- 
agement aspect of the tax function be- 
omes.” Because top management must 
be continually alert to the tax conse- 
quences of its practices, tax planning 
should be a top-management concern. 
The TEI enumerated the 
ind responsibilities that they 


activities 
believe, 
ind their management consultants agree, 
should be included in the tax function: 
‘l. Studying existing corporate struc- 
tures, policies, operations, procedures, 
ind business practices, and recommend- 
ng changes that would reduce tax costs. 
2. Reviewing specific major business 
transactions in their formative stages, 
nd advising or proposing changes to 
the best tax result. 
$. Requesting rulings and conducting 


wchieve 





negotiations with taxing authorities. 

4. Advising on the impact of new laws, 
decisions, regulations, and rulings, and 
of proposed legislation. 

5. Working with tax administrators 
and governmental bodies to improve tax 
systems and their administration. 

Formulating policies and determin- 
ing requirements for compliance with 
applicable tax laws at the least cost. 

7. Administering compliance with tax 
laws, including preparing and filing re- 
turns, and negotiating with examiners. 

8. Approving payment of taxes due. 

9. Preparing and prosecuting refund 
claims, protests against assessments, and 
administrative appeals. 

10. Recommending, authorizing, and 
conducting or controlling litigation.” 
and lastly, but often of first importance, 

Determining when to use outside 
professional firms and extent of use.” 

The 300 questionnaires reviewed in 
the study recognized these as tax func- 
tions performed somewhere within the 
corporate organization but it required 
interviews to determine whether these 
responsibilities were properly discharg- 
ed. A distillation of the raw data showed 
that effective 
pendent 


tax-management is de- 
adequate 
is going on in corporate 
affairs, supplied freely to competent tax 
men, who are personally effective in 
communicating their opinions. 


upon information 


about what 


A com- 
petent tax manager is defined as a man 
familiar with the tax laws, cases, and rul- 
ings who also has financial knowledge 
and sound judgment. 

Tax executives, 
“supermen.” 


of course, are not 
Thus a part of tax compe- 
tence is the ability on the part of tax 
executives to recognize their own tech- 
nical deficiencies and to be prepared to 
seek advice from outside professional ad- 
visors when the need arises.” 

It discusses how the tax work load is 
divided and who reports to whom. The 
primary concern of corporate executives 
interviewed in the study was whether 
management was aware of the impor- 
tance of tax services and was making full 
use of them, not where the tax group 
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Praictice « 


was placed on the organizational chart. 
“Nevertheless,” the 
believe there are 
limitations that 
against: 

1. Burying the tax function so low in 
the organization that it will be almost 
impossible for it to: 

(a) Acquire the degree of internal re- 
spect and status essential for it to achieve 
its objective 

(b) Act with authority on behalf of 
the company 

(c) Attract and retain the caliber of 
manpower it requires. 

2. Breaking the tax function into too 
many organizational locations or groups. 
As a result, its activities may not be 
properly coordinated, with a consequent 
possibility of inefficiency, duplication, or 
gaps in carrying out responsibilities. 
Splitting the tax function and locating 
its management, for example, in both 
the legal and financial departments does 
not automatically create this state of 
affairs. However, we seriously question 
the desirability of splitting a centralized 
tax function among more than two or- 
ganizational units.” 


“we 
two organizational 
should be guarded 


report States, 


The study showed that a great variety 
of organizational alternatives were effec- 
tive in covering the tax-management 
functions and that the choice of alterna- 
tives is dependent upon the personalities 
and specific business involved. The re- 
port, however, suggests that integrating 
the financial-accounting aspects with the 
tax-legal functions in one tax depart- 
ment may be more effective than 
splitting them between separate finan- 
cial and legal departments. The inte- 
grated tax department can then be lo- 
cated within either one of these func- 
tions, or independent of both. The re- 
port recognizes that it could run efficient- 
ly in any one of these positions, but 
suggests that there may be significant 
advantages in locating the tax function 
in a truly integrated finance, tax and 
planning group. “Such a finance, tax 
and planning group would comprehend 
the controller’s, treasurer’s and tax units, 
and would include such activities as the 
evaluation of acquisitions, long-range 
planning, shorter range profit planning, 
and financial analysis of alternative 
courses of action. The fundamental pur- 
pose of these activities is to be aware of 
and continually exploit opportunities to 
improve the company’s financial posi- 
tion and profitability. We believe that 
the tax-management function has essen- 
tially the same objective.” * 
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Shop talk 


EDITED BY THEODORE BERGER, LL.B., CPA, & 
BURTON W. KANTER, J,D. 





This is an informal exchange of ideas, questions, and comments arising in 


everyday tax practice. Readers are invited to write to the editors: Theodore 


Berger and Burton W. Kanter, 209 South LaSalle Street, Chicago 4, Illinois. 


Sale of estate property to 
revocable trust a disposition 


James V. HEFFERNAN, Washington, D. C. 
tax attorney who has written often about 
estate and trust tax problems has the fol- 
lowing comments on George McMillan’s 
(an accountant in Fort Lauderdale) 
question raised in September, regarding 
whether a sale of assets of an estate 
to a revocable trust established by the 
decedent constitutes a “disposition” 
under Section 2032(a)(1). That section 
provides that the alternate valuation 
date for assets disposed of within one 
year of the decedent’s death is the date 
of disposition. 

“T believe that Mr. McMillan is clear- 
ly right that a disposition within the 
meaning of Section 2032(a)(1) occurs 
when the executor sells estate property 
to a trust over which the decedent has 
held a power of revocation. The mere 
fact that the assets in the trust at the 
date of death are includible in the gross 
estate would not prevent the sale from 
being treated as a sale or other disposi- 
tion under Section 2032(a)(1). Thus, 
suppose life insurance over which the 
decedent had retained the incidents of 
ownership was paid to the decedent’s 
surviving spouse, who in turn used the 
insurance proceeds to purchase assets 
from the probate estate—clearly the sale 
to the surviving spouse would be a ‘sale’ 
fixing the alternate valuation date as to 
that property, notwithstanding the fact 
that Section 2042 requires the »inclu- 
sion of the life insurance proceeds in the 
gross estate. 

“A trust over which the decedent had 
retained the power of revocation is an 
entity separate and distinct from the 
decedent’s probate estate. Unless the 
trust provided otherwise (and it would 
be unusual to do so), the decedent’s 
right to revoke does not carry over to 
the executor, so tnat the trust ceases to 
be a revocable trust upon the decedent’s 


death. Thus the transfer from the estate 
to the trust would not be a mere change 
in form as contemplated by Section 
20.2032-1(c)(1) of the estate tax regula- 
tions. It would seem that any sale to, 
or exchange with, a separate tax éntity 
in a transaction with respect to which 
a gain or loss is recognizable for income 
tax purposes establishes the alternate 
valuation date for the property in- 
volved. 

“Under Section 1014(a), the basis in 
the hands of the estate for income tax 
purposes, where the alternate valuation 
date is used for estate tax purposes, is 
the, value of the property on such al- 
ternate valuation date. The executor 
who. sells property within one year of 
the decedent’s death to a formerly re- 
vocable trust would use the value of 
the property on the date of sale as the 
basis. of the property if the alternate 
valuation date were elected, not the 
value of the property in the hands of 
the trustee one year after the decedent’s 
death. On the other side of the coin, the 
basis of. the property in the hands of 
the trustee would be a cost basis deter- 
mined by the price paid for the proper- 
ty, not the value of the property one year 
after the decedent’s death. Any other 
rule would produce anomalous results. 
An unexpected gain to the estate would 
result if the property decreased in value 
between the date of sale and the date 
one year after,the decedent’s death and 
if the value on,the latter date were the 
basis of the property; an unexpected, 
and perhaps partly unusable, loss would 
result if the property increased in value 
under such a rule. 

“Of course, if (as would not be nor- 
mal) the decedent’s right to revoke car- 
ried over to the executor, or if for any 
other reason the executor retained an 
unrestricted power of disposition over 
the property transferred to the trust, the 
transfer would not constitute a disposi- 
tion within the meaning of Section 2032, 


and, if the alternate valuation date were 
elected and the property still formed a 
part of the trust estate as of the date 
one year after the decedent’s death, such 
property would be valued for Federal 
estate tax purposes as of the date one 
year after the decedent’s death. See Rev, 
Rul. 59-213, 1959-1 C.B. 244.” w 


Reimbursed loss on sale of 
house taxable income 


AN INTERESTING issue which reminds us 
of the problems reflected in our little 
playlet “Income is Where You Find It” 


(November, 1960 and sequel in Febru-/ 
ary, 1961) is raised in the recent Tax 
Court petition filed in Harris W. Brad-} 


ley, Docket No. 91639. 

Bradley was a research engineer em- 
ployed by duPont Company in Wil- 
mington, Delaware. In May, 1957 he 


agreed to change jobs and go with E. R. | 


Carpenter Company in Richmond, Vir- 


ginia. Bradley moved to Richmond but | 


left his family in Wilmington until his 
home could be sold. Before leaving he 


had his house appraised and left in- | 
structions for the house to be sold. / 


Bradley, however, experienced consider- 
able difficulty in selling his home. After 
approximately two months from the 
time he accepted employment with Car- 
penter Company and moved to Rich- 


mond, Carpenter Company offered to} 


guarantee Bradley a total sales price of 


$23,500 for his home. Bradley then pro- | 
ceeded to move his family to Richmond. | 
Subsequently, his home was sold for | 


a price less than his adjusted depreciated 


cost basis. Carpenter Company, in ac | 
cordance with its guarantee, made up} 
the difference to him by payment of | 


$5,000. 

The Commissioner now challenges 
this receipt as additional taxable income 
in the form of compensation for services 
instead of reimbursement for a_person- 


al expense which perhaps is not taxable | 


income. 


The outcome of this case will be very 


interesting to watch. 

We are also happy to find vindication 
for the thoughts expressed in “Income 
is Where You Find It” (November, 1960) 


from another quarter. Someone thought 


(February 1961) that we were “way out” 
in suggesting that expense reimburse- 
ment for a prospective employee might 
conceivably constitute income to him. 
Now we can point to the article in the 
July issue of the Journal by Hart H. 
Spiegel, former Chief Counsel of the 
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Internal Revenue Service, who in dis- 
cussing some of the problems involved 
in issuing ruling cited as an example 
the reimbursement of moving expenses 
which constitute income in the case of 
movement to the first post of employ- 
ment but not in the case of moving 
from one post of duty to another for 
the same employer. Mr. Spiegel then 
went on to raise the queston as to 
whether or not a reimbursement is in- 
come in the case of a “prospective em- 
ployee coming out to interview his 
prospective employer.” ¥ 


Commissioner ignores 
gift tax tables again 


NorMAN A. PEL, JR., Easton, Pennsyl- 
vania, attorney, writes: 

“I have been following with some 
interest the Shop Talk Department of 
THE JOURNAL OF TAXATION in connec- 
tion with the apparent inconsistent use 
by the Commissioner of the gift tax 
valuation tables set forth in the Regu- 
lations. In the April issue you men- 
tioned the Lisle case (Tax Court Docket 
No. 88068) where the Commissioner was 
arguing for the use of said tables and in 
your August issue you mentioned Still- 
man, (Tax Court Docket No. 90320.) 

“In view of the issue raised by these 
cases, I felt you might be interested in 
knowing that there were tried on the 
‘Tax Court’s June calendar at Philadel- 
phia the cases of Carl E. Weller and 
Emily I. Weller, Docket Nos. 86488 and 
86489. The major issue in these cases 
is the valuation for gift tax purposes of 
gifts made to reversionary trusts for a 
period .of ten years and ninety days. 
The gifts consist of interests in a part- 
nership totaling 34% of the equity. As 
a result of an in chambers discussion 
during the trial, the Government agreed 
to stipulate that on the date of the gift 
the partnership had a fair market value 
of $1,100,000. The $374,000 interest 
thus conveyed would have a gift tax 
value of approximately $112,000 if 
Table 2 of Regulations 25.2512-5 is fol- 
lowed. However, the Government has 
refused to use the table and on the basis 
of Regulations 25.2512-3 is asserting that 
the gift tax value is $316,000 which is 
predicated upon actual earnings rather 
than the assumed 314% used in_ the 
preparation of the tables in the Regula- 
tions. 


“Briefs are due in September with re- 
ply briefs. in October. There will be 
many interesting questions raised as to 


this approach in petitioners’ brief. How- 
ever, the pot appears to be boiling and 
gives further support to the position 
taken by the Editor of this Department 
in the Journal in his original com- 
ment on the Lisle case in the April 
issue.” w 


How to set basis on property 
acquired for contingent prices 


SwNEY M. GUNTHER, a member of the 
Chicago law firm of Baker & Choka, 
raises this question with regard to the 
basis of property acquired for a con- 
tingent price. Assume that depreciable 
property is purchased for $50,000 cash 
down payment and 40%, of the pur- 
chaser’s net profits over a 10-year pe- 
riod, with a maximum total price of 
$150,000. 

If the life of the property is about 
10 years the situation seems to be like 
Associated Patentees (4 TC 979 (acq.),) 
involving depreciation of a patent. It 
was there held that the amount of the 
annual nature of a 
royalty for the purchase of a patent 


payment in the 


was a reasonable allowance for deprecia- 
tion of the patent. In the above exam- 
ple, the application of this rule would 
result in a depreciation deduction each 
year of $5,000 ($50,000 down payment 
~- 10-year useful lige) plus the 40% of 
net profits paid to the seller. 

On the other hand, in Redford, (28 
TC 773,) it was held that for the pur- 
pose of computing gain on sale a con- 
tingent portion of the purchase price 
could not be added to basis where it 
was not shown that the contingent por 
tion would ever be paid. 

In the private annuity situation it 
has, been ruled (Rev. Rul. 55-119, 1955-1 
CB352) that the obligation to make 
annuity payments would be valued and 
this would give a basis to the property 
for depreciation. However, an annuity 
is more readily capable of valuation 
than a contract based on profits. 

Perhaps this is an area in which both 
thé proper accounting treatment and 
the tax treatment are unclear. We would 
like the comments of our accountant 
readers on,,this one. , 


Summary of Ways and Means 
decisions on tax legislation 

ALTHOUGH Congress adjourned before 
formal action was taken on a tax bill by 
the House Ways and Means Committee, 
it is expected that when Congress re- 
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convenes in 1962, the Committee will 
begin work again at about the point 
where it left off. To tax men, in con- 
sidering the possibility of legislation in 
a particular area, the formal announce- 
ments made by the Ways and Means 
Committee of the decisions it had made 
are of great significance. The Committee 
had tentatively decided to include in its 
bill: 

(1) an 8% credit against the tax for 
investment in tangible personal prop- 
erty 

(2) withholding at the rate of 1624% 
on dividends and interest 

(3) authorization of a system of tax- 
payer account numbers 

(4) tightening up of business expense 
deductions 

(5) treating as ordinary income gain 
from the sale of personal business prop- 
erty to the extent of depreciation pre- 
viously taken 

(6) taxing the earnings of coopera- 
tives, either to the cooperative or to the 
patron 

(7) limitation on the tax exemption of 
American citizens who are bona fide 
residents of a foreign country 

(8) grossing up the foreign tax credit 

The committee had completed review 
of the provisions to carry out these de- 
cisions drafted by its legislative coun- 
sel, and has released for study the draft 
bill. % 





CLASSIFIED 
ADVERTISING 


Classified advertising rate per insertion: 
60¢ per line, minimum, $3. Address copy 
for advertisement, together with check, 
to’ The Journal of Taxation, 147 East 
50th Street, New York 22. Replies 
should also be sent to this address. 











MBA, CPA, age 36, excellent professional 
and academic background. Wish to special- 
ize in taxation. Desires residency with top 
tax practitioner in Chicago area, with ac- 
tive tax court practice. Available several 
afternoons per week. No compensation 
necessary. Box 1063. 


TAX ATTORNEY, age 33, four years in 
National Office, Chief Counsel, Internal 
Revenue Service, three years in state tax 
department, seeks position with law firm 
or corporation. Will relocate. Resume upon 
request. Box 1061. 


TAX ACCOUNTANT — ATTORNEY BS 
accounting, LLB LLM (taxation) 7 yrs. ex- 
perience, tax supervisor national accounting 
firm, tax manager medium sized CPA firm. 
Aggressive, self starter. Only interested in 
position with partnership potential. Box 
1062. 
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CUMULATIVE INDEX 


This index includes material published in The Journal of Taxation 
in recent months, plus major books and pamphlets currently useful. 
Average length of cumulation of listing is six months, though older 
items will be retained if they are the most recent significant discus- 
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Prentice-Hall, (Englewood Cliffs, 


1956) 208pp, $7.50. Exposition of 
le; examples. 

——— to charity” will may lose 

exemption if mutual funds used, 
1SITAX43, July 61. 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Trachtman J, Estate Planning, Prac- 
ticing Law Institute (New York, 
1959) 178pp, $2.50 
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152, Sep61. 

More on Briggs, tuniientions for taxa- 
tion of support trusts, 14JTAX364, 
June61 

Severance of joint tenancy in contem- 
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liable for damages, 15J TAX48, July61. 
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Commissioner refuses to use gift tax 
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Johansson’s tax problem is a knockout, 
14J TAX382, June61. 
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U. S. Supreme Court ignores North- 
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